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PREFACE 


A  PROGRESSIVE  science  will  always  find  it  neces- 
sary,  in  order  to  make  room  for  new  investigations, 
to  leave  out  such  old  matters  and  old  discussions  as  are  no 
longer  of  essential  importance,  and  to  find  ways  for  intro¬ 
ducing  the  student  as  directly  as  possible  to  the  questions 
of  actual  interest.  This  need  certainly  exists  also  for  the 
science  of  economics.  From  the  first  beginnings  of  my 
studies  of  this  science  I  have  felt  that  it  ought  to  be 
possible  to  do  away  with  the  whole  of  the  old  theory  of 
value  as  an  independent  chapter  of  economics  and  build 
up  the  science  from  the  beginning  on  the  theory  of 
prices,  and  that  we  in  this  matter  would  be  able  to  rid 
ourselves  of  a  lot  of  unnecessary  discussions,  mostly  of  a 
rather  scholastic  nature,  which  had  burdened  earlier 
treatises  on  economics.  I  made  a  first  attempt  to  draw 
up  the  outlines  of  such  a  presentation  of  economics 
in  the  paper  Outlines  of  an  Elementary  Theory  of  Prices 
(published  in  German,  1899).  Since  that  time,  I  have 
worked  further  on  the  program  laid  down.  In  The 
Nature  and  Necessity  of  Interest  (London:  Macmillan, 
1903),  the  treatment  of  interest  as  a  price  was  carried 
through.  The  abolition  of  a  separate  theory  of  value, 
and  the  direct  construction  of  economic  theory  on  the 
basis  of  a  theory  of  prices,  naturally  required  a  theory  of 
money  adapted  to  the  new  system  of  economics.  In  the 
general  economic  theory  we  must  reckon  all  values  in  a 
unit  of  money.  The  value  of  this  unit  itself  cannot  be 
determined  there.  To  do  this  is  the  separate  function 
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of  the  theory  of  money.  The  central  point  of  this  theory 
is  that  the  value  of  the  unit  is  determined  by  the  scarcity 
of  the  means  of  payment  valid  in  the  given  monetary 
system.  This  conception  of  the  theory  of  money  is 
first  outlined  in  The  Nature  and  Necessity  of  Interest 
(Chapter  V.). 

At  the  outbreak  of  the  War,  the  manuscript  of  the 
present  work  (in  German)  was  ready.  Owing  to  the 
difficulties  of  the  War,  however,  the  book  was  not  pub¬ 
lished  until  1918.  It  then  transpired  that  the  work 
could  be  left  essentially  as  it  stood,  and  that  the  experi¬ 
ences  of  the  War  could  better  be  taken  into  account  in 
separate  treatises.  Two  appendices  were  added  in  order  to 
clear  up  the  importance  of  the  new  experiences.  I  retain 
this  arrangement  here.  Naturally  the  new  experiences 
require  a  much  more  detailed  analysis.  But  I  believe 
that  this  can  be  done  in  the  easiest  way  on  the  basis 
of  the  principles  laid  down  in  the  present  work.  For  the 
theory  of  money  I  have  tried  to  do  this  in  my  Money 
and  Foreign  Exchange  after  1914  (London  and  New 
York,  1922).  The  investigations  of  the  conjuncture 
movements  which  are  contained  in  Book  IV.  of  the  pre¬ 
sent  work  cover  a  period  of  economic  history  which  has 
its  natural  end  with  the  year  1913.  The  War  has  broken 
all  lines  of  connection,  and  an  organic  continuation  of 
the  statistical  material  brought  forward  in  this  book  will 
never  be  possible. 

I  call  this  work  The  Theory  of  Social  Economy.  The 
meaning  of  this  is  that  I  intend  to  treat  the  economic 
relations  of  a  whole  social  body  as  far  as  possible  irre¬ 
spective  of  its  extension,  its  organisation,  its  laws  of 
property,  etc.  The  ultimate  aim  of  economic  science 
must  be  to  discover  those  necessities  which  are  of  a  purely 
economic  nature  and  which  cannot  be  arbitrarilv 
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of  these  necessities  is  the  first  condition  for  Social  Re¬ 
formers  being  ever  able  to  produce  something  more 
than  cheap  speculations  on  the  economic  organisation 
of  the  future  or  costly  disturbances  of  the  very  delicate 
machinery  of  present  economic  life. 

In  the  present  English  edition  I  have  tried  to  make 
the  exposition  clearer  at  certain  points,  and  at  the  same 
time  I  have  shortened  the  text  where  this  seemed  possible. 
I  hope  that  English  students  will  find  the  present 
treatise,  although  its  reading  without  doubt  requires  a 
certain  amount  of  thinking,  to  be  the  easiest  and  most 
direct  way  to  get  access  to  those  great  economic  and 
social  problems  of  the  day  for  the  understanding  of 
which  they  undertake  the  trouble  of  economic  training. 

GUSTAV  CASSEL. 

Djursholm, 

Sweden, 

January,  1923. 
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CHAPTER  I 

ECONOMY  IN  GENERAL 


§  i.  The  Nature  of  an  Economy. 

U  T^CONOMY”  literally  means  “household” — that 

I  ^ j  is  to  say,  a  certain  organised  activity  for  the 
satisfaction  of  human  needs.  In  primitive  conditions 
this  activity  is  confined  to  small  self-contained  units  of 
which  the  family  has  had  the  chief  significance  in  the 
development  of  civilisation.  But  this  development 
depends  essentially  upon  the  continuous  enlargement 
of  the  sphere  of  the  economy.  Households,  or  family 
economies,  come  into  touch  with  one  another  and 
depend,  for  the  satisfaction  of  their  needs,  upon  a  mutual 
co-operation,  the  economic  range  of  which  becomes 
more  and  more  extensive.  This  leads  to  the  creation  of 
a  larger  economy,  the  social  economy.  The  community 
may  be  at  first  no  more  than  the  population  of  a  village, 
but  it  steadily  increases  until  it  becomes  a  whole  people, 
and  in  the  end  it  means  the  community  of  the  race 
(compare  §  7). 

In  English  (unlike  German),  we  cease  to  speak  of  a 
“  household  ”  when  the  co-operating  group  grows 
beyond  the  limits  of  a  single  habitation,  and  we  use  the 
Greek  word  “  economy.”  It  denotes  the  economic 
activity  of  the  larger  group  of  social  units  which  has 
steadily  superseded  the  family  in  the  work  of  satisfying 
human  needs.  In  modern  conditions  the  individual 
household  is  but  a  very  small  fragment  of  the  larger 
economy,  the  various  parts  of  which  are  so  intimately 
and  indissolubly  connected  that  it  must  be  regarded  as  an 
individual  whole.  The  individual  household  is  no 
longer  self-contained.  The  economic  process  by  which 
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its  wants  are  met  is  conducted,  for  the  most  part,  outside 
of  it.  It  is  this  larger  process  to  which  we  have  to'  give 
our  attention  if  we  would  understand  the  economy  of  a 
modern  community;  and  we  are  thus  led,  from  the  very 
nature  of  the  case,  to  study  an  economy  of  such  range 
that  it  is,  or  practically  may  be  regarded  as,  self-contained. 

Popular  discussions  of  economic  questions  are  almost 
invariably  characterised  by  the  fact  that  only  a  small  and 
arbitrarily  selected  part  of  the  entire  economic  mechan¬ 
ism  is  taken  into  account,  and  thus  only  so  much  of  the 
economic  processes  and  relations  is  regarded  as  happens 
to  fall  within  this  arbitrarily  chosen  section  of  the  larger 
economy  of  the  community.  The  most  common  and  the 
crudest  mistakes  of  popular  opinion  and  of  political 
oratory  may  be  traced  to  this  defect.  Economic  science 
must  aim  at  thoroughly  and  exhaustively  elucidating  the 
entire  network  of  causes  and  effects,  and  it  must  therefore 
take  a  complete  economy  as  the  subject  of  its  investiga¬ 
tions.  This  economy  must  be  “self-contained”:  it 
must  have  no  relations  with  anything  outside  itself.  If 
there  were  such  relations — at  least  relations  of  any  im¬ 
portance — it  would  be  impossible  to  attain  a  complete 
explanation  of  the  various  phenomena  within  the  economy 
under  consideration. 

Well-trained  business  men  often  have  a  much  more 
intimate  knowledge  of  the  economic  life  than  it  is 
possible  for  a  scientific  man  to  acquire.  It  may,  there¬ 
fore,  reasonably  be  asked  what  the  raison  d’etre  of  economic 
science  is,  and  on  what  grounds  scientific  economists 
are  entitled  to  speak  with  authority  on  economic  subjects. 
The  answer  is  that  the  practical  man  has  perforce  to 
confine  his  observation  within  the  limited  sphere  of  his 
own  work,  whereas  the  scientific  economist  sets  himself 
the  task  of  acquiring  a  comprehensive  knowledge  of  the 
social  economy  and  the  economic  process  as  a  whole. 
There  thus  arises  a  natural  division  of  labour;  but  both 
practical  insight  and  scientific  investigation  are  most 
fruitfully  promoted  by  an  intimate  collaboration  of  the 
men  engaged  in  business  pursuits  with  the  men  of  science. 
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We  have  said  that  the  aim  of  every  economy  is  the 
satisfaction  of  human  needs,  and  the  economy  is,  therefore, 
an  activity  for  the  purpose  of  affecting  this  satisfaction. 
Yet  the  act  of  satisfying  needs  is  not  itself  to  be  regarded 
as  an  economic  activity.  The  satisfaction  of  a  need  as 
such  generally  means  a  certain  more  or  less  active  pre¬ 
occupation  on  the  part  of  the  person  who  satisfies  his 
needs.  The  man  who  wishes  to  satisfy  his  hunger  must 
eat:  the  man  who  seeks  the  recreation  of  a  walk  must  use 
his  legs:  the  man  who  desires  to  provide  his  own  music 
must  play  or  sing.  Activities  of  this  kind  do  not  come 
within  the  economic  sphere. 

In  certain  cases  the  need  may  simply  be  met  by  an 
activity  of  this  description — when,  for  instance,  a  man 
drinks  out  of  a  brook,  or  eats  wild  berries  in  the  course 
of  a  walk,  or  when  we  enjoy  the  sun  or  meet  our  need  of 
air  by  simply  breathing.  As  a  rule,  however,  the  satis¬ 
faction  of  our  needs  entails  an  antecedent  preparatory 
activity  to  create  the  means  for  satisfying  our  needs; 
or,  when  this  is  not  the  case,  at  least  some  activity  of 
other  persons  for  the  purpose  of  directly  meeting  a 
man’s  needs.  Such  a  preparatory  activity  to  create  the 
means  of  satisfying  our  wants  is,  for  instance,  the  in¬ 
stallation  of  pipes  to  provide  a  convenient  water-supply 
or  the  preservation  of  fruit  for  winter  use.  There  is  a 
direct  satisfaction  of  needs  by  the  action  of  others  when, 
for  instance,  one’s  desire  of  music  is  satisfied  by  going 
to  a  concert.  The  sum  of  the  activities  which  serve  to 
satisfy  needs  but  are  not  identical  with  that  satisfaction 
is  what  we  call  an  economy. 

The  economy  is  in  the  main  a  preparatory  activity 
for  the  purpose  of  effecting  a  future  satisfaction  of  needs, 
and  it  therefore  implies  the  pursuit  of  some  future  aim. 
Of  its  nature,  therefore,  it  includes  a  certain  regard  for 
the  future,  a  certain  measure  of  conscious  action.  It  is 
conceivable  that  there  should  be  an  economy  of  isolated 
individuals,  but  it  would  be  a  very  poor  arrangement 
and  is  exceptional.  As  a  rule,  an  economy  means  a 
co-operation  of  several  individuals  to  meet  their  needs, 
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This  co-operation  naturally  implies  a  more  or  less  exten¬ 
sive  and  ramified  organisation.  When  the  economy 
includes  a  number  of  men,  it  is  an  organised  economic 
activity.  The  higher  the  grade  of  the  economy,  the  more 
prominent  do  we  find  these  two  factors :  regard  for  the 
future  and  organisation.  The  whole  of  civilisation  may 
be  regarded  from  the  economic  point  of  view  as  a  pro¬ 
gressive  development  of  these  factors  and  an  accentuation 
of  their  importance  in  economic  activity. 

In  the  development  of  the  increasing  concern  of 
economic  activity  with  the  future  agriculture  has  un¬ 
questionably  been  the  chief  factor.  That  a  man  must 
sow  if  he  would  reap  has  become  symbolical  for  the 
whole  of  economic  activity.  Agriculture  demands  a 
continual  care  of  the  soil,  and  it  therefore  compels  an 
activity  that  must  look  far  into  the  future  for  its  goal. 
The  dwelling-house  has  had  much  the  same  significance. 
The  need  of  a  good  house  could  only  be  met  in  an  economy 
that  looked  far  ahead.  In  a  still  higher  degree  must 
economic  activity  be  determined  by  aims  that  lie  in  the 
future  when  there  is  question  of  the  very  durable  and 
expensive  equipment  needed  by  modern  industry, 
especially  the  transport  industry.  Such  factors  have 
necessitated  an  increasing  preoccupation  with  the  future. 
The  desire  to  take  into  account  objects  lying  in  an 
ever  farther  future  has  been  gradually  trained  in  the 
severe  school  of  the  economy,  and  it  has  been  further 
encouraged  by  the  evolution  of  private  ownership.  The 
right  of  inheritance  also  has  brought  into  the  sphere  of 
economic  motives  certain  aims  which  lie  beyond  the 
lifetime  of  the  men  engaged  in  the  economy.  The  most 
farseeing  regard  for  the  future  is  possible  to  the  per¬ 
manent  and  economically  very  powerful  organisations 
which  are  characteristic  of  modern  times :  large  limited 
companies,  and  especially  States. 

Although  the  sphere  of  the  human  activities  which 
are  to  be  assigned  to  the  economy  must  be  extended  as 
far  as  is  done  here,  these  activities  are,  nevertheless,  only 
to  be  regarded  as  economic  under  one  aspect.  All  of 
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them  have  other  aspects — technical,  moral,  and  aesthetic. 
Waterworks,  cooking,  music,  all  have  their  particular 
technique,  important  and  interesting  for  those  concerned, 
and  may  be  considered  from  the  point  of  view  of  their 
hygienic  or  aesthetic  or  other  effects. 

Economy  means,  however,  an  effort  which  is  common 
to  all  these  activities,  regarded  from  a  certain  stand¬ 
point.  This  common  element,  which  makes  the  activity 
specifically  economic,  is  the  condition  under  which  every 
economic  activity  is  conducted :  that  there  is  a  certain 
restriction  of  the  possibility  of  totally  satisfying  all 
needs.  It  is  true  that  certain  needs  may  be  met 
without  limitation;  as  is  the  case,  for  instance,  with 
the  need  to  breathe.  But  this  excludes  them  from  the 
sphere  of  economic  activities.  We  give  the  name 
“  economic  ”  only  to  those  activities  which  are  con¬ 
ducted  under  the  condition  that  the  possible  satisfaction 
of  wants  is  limited.  As  the  means  of  satisfying  wants 
are  usually  available  only  in  a  limited  quantity,  whereas 
the  wants  of  civilised  human  beings  as  a  whole  are  un¬ 
limited,  the  means  are  usually  scarce  relatively  to  the 
wants.  It  is  only  means  of  this  kind  that  pertain  to  the 
economy:  only  scarce  means  are  economic  means.  Hence 
the  entire  economy  is  conducted  on  the  understanding 
that  the  means  are  scarce;  it  is,  in  this  sense,  governed 
by  the  “  principle  of  scarcity.”  The  specific  task  of  the 
economy,  therefore,  is  to  secure  as  well  as  it  can  an 
adjustment  between  the  wants  and  the  means  of  supply¬ 
ing  the  wants.  In  the  measure  in  which  it  succeeds  in 
doing  this  we  speak  of  it  as  a  sound  economy. 

This  task  may  be  accomplished  in  three  different 
ways:  first,  by  eliminating  the  less  important  wants  and 
so  restricting  the  total  wants;  secondly,  by  making  the 
best  possible  use  of  the  means  available  for  the  purposes 
in  question;  and  thirdly,  by  increased  personal 

The  restriction  of  wants  assumes  a  different 
according  to  the  conditions  which  make  it  necessary. 
If  there  is  a  supply  of  means  of  satisfying  wants  that  must 
suffice  for  a  certain  time,  it  is  the  duty  of  the  economy  so 
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to  distribute  these  means  over  the  period  that  the  satis¬ 
faction  of  the  needs  is  spread  fairly  uniformly  over  the 
period.  There  may,  perhaps,  be  a  temptation  to  use 
the  means  extensively  at  once,  so  as  to  get  for  a  time  a 
relatively  generous  satisfaction  of  wants.  That  would, 
however,  mean  a  worse  state  of  things  in  the  later  part  of 
the  period.  The  economic  task  is  so  to  control  the  wants 
from  the  start  that  the  available  means  will  last  for  the 
whole  period.  We  call  this  “  economising  ”  with  the 
means.  For  instance,  the  harvest  of  a  self-contained 
community  must,  after  deducting  a  certain  amount  for 
seed,  suffice  for  the  whole  subsequent  year,  and  must 
therefore,  if  it  is  not  abundant,  be  distributed  evenly 
in  some  way  over  the  year.  This  is  an  act  of  economising, 
and  at  times  it  may  test  the  character  of  the  community 
very  severely.  It  is  the  same,  under  modern  conditions, 
with  workers  or  officials,  whose  wages  are  paid  periodically. 
The  wage  must  suffice  for  the  whole  period,  and  so  the 
various  expenses  must  be  spread  over  the  period,  and  the 
wants  correspondingly  restricted. 

When  we  regard  an  economy  as  a  whole,  it  will  be 
found  to  have  means  to  satisfy  wants  that  can  be  used  for 
several  different  purposes.  With  the  available  means, 
therefore,  different  wants  can  be  met  in  different  pro¬ 
portions  as  is  thought  advisable,  and  there  must  be  a 
certain  selection  of  purposes  to  which  the  available  means 
are  to  be  applied;  in  other  words,  what  we  call  the 
“  economically  best  ”  or  “  most  economical  ”  use  of  the 
means  must  be  aimed  at.  The  economic  task  is  then  to 
secure  a  certain  equality  in  meeting  the  various  needs, 
and  this  means  that  the  various  needs  must  be  to  some 
extent  equally  restricted. 

Thus  a  less  important  need  must  not  be  met  in  pre¬ 
ference  to  a  more  important,  and  a  need  that  is  in  itself 
important  must  not  be  so  exclusively  regarded  as  to 
neglect  others.  A  sound  economy  must  make  a  certain 
very  general,  possibly  unconscious,  classification  of  needs 
according  to  their  importance.  In  this  classification 
different  degrees  of  meeting  the  same  need  are  conceived 
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as  different  needs,  and  are  put  at  different  places  in  the 
arrangement  of  the  needs.  For  instance,  in  a  self- 
contained  agricultural  economy,  the  provision  of  means 
of  living  may  be  at  the  moment  the  chief  task  of  the 
economy.  When  this  need  has  been  met  to  a  certain 
extent,  other  wants — better  houses,  new  clothes,  etc. — 
may  for  a  time  be  the  most  pressing.  When  these  are 
satisfied,  the  economic  effort  may,  perhaps,  be  directed 
to  securing  a  better  provision  of  the  means  of  living; 
and  regard  for  other  needs  will  always  mean  that  there 
can  only  be  a  certain  degree  of  satisfaction  of  these  wants. 
This  relatively  equal  restriction  is  one  form  of  economising 
with  the  available  resources.  We  may  call  this  need 
of  an  equal  restriction  in  the  satisfaction  of  wants, 
both  in  respect  of  time  and  the  various  kinds  of 
wants,  the  “  principle  of  equality  in  the  satisfaction 
of  wants.” 

The  second  way  in  which  the  economy  may  dis¬ 
charge  its  task  is  an  effort  to  attain  a  certain  purpose 
with  the  smallest  possible  means.  This  “  principle  of 
the  smallest  means,”  as  we  may  call  it,  leads  to  a  very 
careful  selection  amongst  the  technically  possible  methods, 
and  is  the  guiding-star  of  a  well-organised  economy. 
The  whole  of  modern  industry  and  the  whole  organisa¬ 
tion  of  modern  business  are  shaped  by  the  pressure  of  the 
need  to  be  economical  in  this  sense.  If  a  want  can  be 
met  approximately  equally  in  several  different  ways,  the 
economic  task  is  to  find  the  way  in  which  the  object  can 
be  attained  with  the  least  possible  use  of  resources, 
although  it  may  mean  subsidiary  modifications  in  the 
degree  to  which  the  need  is  satisfied.  The  need  of  food, 
for  instance,  can  be  met  almost  equally  well  by  several 
different  kinds  of  food,  and  to  choose  the  cheapest  is  to 
act  on  the  principle  of  the  smallest  means;  although 
certain  less  important  needs  of  the  sense  of  taste  may 
have  to  be  ignored  in  doing  so.  In  such  cases  we  cannot 
draw  a  sharp  limit  between  the  principle  of  equality  in 
the  satisfaction  of  wants  and  the  principle  of  the  smallest 
means. 
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These  two  principles  are  the  essential  elements  of  the 
general  demand  for  “  economising  ”  in  human  actions-. 

If  we  suppose  that  these  two  conditions  are  realised, 
there  can  only  be  a  further  increase  in  the  satisfaction  of 
wants  by  making  greater  exertions  and  sacrifices;  in  other 
words,  by  greater  efforts  on  the  part  of  individuals.  If 
these  efforts  are  felt  to  be  a  burden,  and  according  to  the 
degree  in  which  they  are  felt  to  be  burdensome,  the 
inconvenience  must  be  weighed  against  the  advantages 
they  promise  to  secure.  The  economy  must  be  con¬ 
ducted  in  such  a  way  as  to  secure  the  best  possible  general 
advantage.  This  means  an  enlargement  of  the  need  for 
economising.  In  a  preliminary  survey  of  the  human 
economy  we  must  take  it  for  granted  that  individual 
exertions  are  available  to  a  definite  extent.  This  assump¬ 
tion  we  will  vindicate  in  the  First  Book.  But  we  must 
then  investigate  the  conditions  under  which  an  increase 
of  these  exertions  by  the  free  will  of  the  members  of  the 
community  can  be  secured. 

We  have  now  described  the  requirements  of  economy 
as  far  as  it  is  possible  in  the  introductory  stage.  We 
shall  deal  later  with  their  nature  and  consequences.  The 
general  requirement — that  in  given  conditions  the  best 
possible  satisfaction  of  needs  shall  be  effected — we  will 
call  the  “  general  economic  principle.” 

In  real  life,  of  course,  this  principle  is  not  accurately 
observed.  What  is  done  is  often  very  uneconomical. 
An  equal  distribution  of  the  means  for  satisfying  wants 
according  to  time  and  the  various  classes  of  wants  is  an 
ideal  that  is,  perhaps,  never  perfectly  realised,  and  from 
which  actual  life  sometimes  departs  considerably.  The 
young  student  or  artist  often  spends  in  a  few  days  what 
ought  to  last  a  month  or  longer,  and  then  often  has  a 
very  bad  time.  There  are  whole  classes  of  women  who 
usually  spend  so  much  on  clothes  that  there  is  not  enough 
left  for  proper  food.  We  see  from  experience  also  that 
the  principle  of  the  smallest  means  is  very  imperfectly 
carried  out  in  daily  life,  and  is  only  properly  realised  in 
certain  model  businesses.  There  is  just  as  little  sound 
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economising  in  the  use  of  one’s  own  powers.  We  see, 
on  the  one  hand,  a  man  working  himself  to  death  to  get 
money  which  brings  him  personally  very  little  pleasure; 
on  the  other  hand,  the  idler,  who  may  be  in  poor  circum¬ 
stances,  but  is  incapable  of  the  sustained  exertions  that 
would  be  necessary  to  raise  his  standard  of  living.  In 
such  cases  there  is  not  a  proper  consideration  of  the 
relative  advantages  of  leisure  and  the  satisfaction  of  wants. 

Hence  what  distinguishes  an  economy  from  other 
kinds  of  human  activity,  or,  rather,  characterises  a  special 
aspect  of  human  activity,  is  not  that  men  act  in  accord¬ 
ance  with  the  economic  principle,  but  that  their  conduct 
can  be  judged  from  this  point  of  view,  and  that,  however 
they  may  act,  the  entire  economy  is  governed  by  the 
principle  of  scarcity — that  is  to  say,  is  subject  to  the 
unavoidable  necessity  of  adjusting  the  needs  to  the 
means  of  satisfying  them.  Economic  action  will  only 
help  to  bring  about  this  adjustment  in  the  most  profitable 
manner.  But,  whether  it  is  done  advantageously  or  not, 
it  has  to  be  done. 

A  science  that  takes  as  its  subject  the  actual  economic 
life  must  view  it  as  a  whole,  and  try  to  describe  and 
explain  it  as  it  actually  exists.  If  one  wanted  to  con¬ 
sider  only  “  rational  economic  conduct,”  it  would  be 
difficult  to  draw  the  line.  Carrying  out  such  a  plan 
strictly  would  in  the  end  yield  an  abstraction  without 
much  resemblance  to  the  reality.  In  marking  out  its 
subject,  therefore,  economic  science  has  not  to  look  to 
the  economical  or  uneconomical  character  of  human 
conduct.  It  does,  of  course,  come  within  the  sphere 
of  economic  science  to  say  whether  conduct  is  economical. 
From  that  point  of  view,  and  that  alone,  economic  science 
has  to  test  human  conduct.  Otherwise  economic  science 
has  to  avoid  judging  conduct  from  an  ethical  or  any  other 
point  of  view. 

As  we  have  said,  the  co-operation  of  men  for  the 
satisfaction  of  their  needs  requires  a  certain  organisation. 
The  character  of  this  organisation  has  a  very  great 
influence  on  a  large  number  of  economic  phenomena. 
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Certain  economic  processes  are  entirely  determined  by 
the  form  of  the  organisation  of  the  economic  life;  others 
are  in  substance  independent  of  it,  but  are  influenced  by 
it  in  their  external  features.  It  is  important  in  economic 
science  to  describe  as  such  the  processes  which  are  essential 
to  every  economy,  and  also  to  point  out  the  more  or  less 
relative  independence  of  economic  phenomena  of  the 
forms  of  economic  organisation.  When  this  is  not  done, 
the  impression  is  apt  to  be  given  that  the  economic  facts 
are  determined  entirely  by  the  particular  organisation 
of  the  economy,  and  have  no  inherent  necessity.  It  is 
obvious  that  this  conception  loses  sight  of  the  most 
important  essentials  of  the  economic  life,  as  we  con¬ 
stantly  see  in  actual  life.  In  face  of  the  great  looseness 
of  popular  ideas,  and  even  of  political  discussion,  of 
economic  questions,  it  is  the  main  task  of  science  to 
ascertain  the  economic  necessities  and  show  how  man  in 
his  economic  action  depends  upon  these  necessities. 

In  the  first  chapter  we  will  confine  our  investigation 
to  the  processes  which  are  common  to  every  economy 
and  thus  get  a  general  idea  what  an  economy  means. 
For  that  reason  we  make  no  assumption  here  as  to  the 
organisation  of  the  economy.  What  we  have  to  say 
applies  to  every  form.  We  have  merely  to  assume  here — 
and  throughout  the  work — that  the  economy  under 
consideration  is  complete,  and  that  all  its  processes  are 
conducted  entirely  within  its  own  limits ;  in  other  words, 
that  it  is  a  self-contained,  externally  isolated,  economy. 

§  2.  The  Means  for  Satisfying  Wants. 

The  means  for  satisfying  wants  may  be  either  material 
goods  or  services. 

Material  goods  may  be  either  consumable  goods  or 
durable  goods.  By  the  former  we  mean  those  material  com¬ 
modities  which  are  used  up  in  a  single  service — that  is  to 
say,  which  then  cease  to  be  goods  of  the  same  character. 
Durable  goods,  on  the  contrary,  are  those  which  may  be 
used  several  times  in  succession  or  for  a  considerable  time 
— that  is  to  say,  those  which,  though  they  may  be  more 
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or  less  worn  by  use,  still,  at  least  for  a  time,  retain  their 
character  as  goods  of  a  certain  kind.  This  distinction  is, 
as  will  be  realised  later,  one  of  the  most  important 
classifications  in  the  whole  of  economic  science.  It  is 
also  one  of  the  clearest.  An  economic  classification  can, 
of  course,  never  be  as  precise  as  a  mathematical  distinction. 
Even  when  the  categories  are  selected  quite  naturally, 
and  the  dividing  line  between  them  is  drawn  with  the 
utmost  logical  accuracy,  there  will  always  be  cases  on 
the  border-line.  In  this  case,  however,  the  distinction 
between  the  two  categories  is  sharper  than  can  generally 
be  expected  in  the  sphere  of  economics.  The  food  I  am 
eating  is  used  up  in  the  process.  The  definitive  use  lies 
in  the  nature  of  the  application  of  the  food.  It  can  only 
be  of  use  by  being  eaten.  It  is  quite  otherwise  with  the 
plate  on  which  it  is  served.  The  plate  may,  of  course, 
be  broken  by  a  clumsy  person,  but  this  not  in  the  nature 
of  the  use  of  china.  Normally  it  ought  to  last  several 
years,  even  if  it  is  used  daily.  In  this  case  the  distinction 
between  consumable  goods  and  durable  goods  is  as  natural 
as  it  is  clear  and  precise.  Some  durable  goods  have  a  very 
short  life,  but  that  does  not  alter  the  fact  that  they  are 
quite  definitely  distinguished  from  consumable  goods. 
Gloves,  for  instance,  are  worn  out  rather  quickly,  but 
their  utility  does  not  consist  in  their  being  worn  out. 
They  have  the  same  utility  if  they  are  kept  unchanged 
for  some  time.  Coal,  on  the  other  hand,  has  a  utility 
only  in  so  far  as  it  is  used  up  in  burning.  It  may  be 
several  hours  before  the  coal  I  have  put  on  my  fire  is  used 
up,  but  every  calory  of  heat  produced  involves  the  use  of 
a  precisely  corresponding  quantity  of  coal.  There  are, 
however,  commodities  which  have  different  uses,  and  they 
may  be  consumable  goods  in  one  respect  and  durable 
goods  in  another.  Cows,  perhaps,  are  the  best  instance. 
As  cattle  for  slaughter,  they  are  consumable  goods:  as 
milch  cows  they  are  durable  goods. 

There  is  no  such  thing  as  consumption  in  the  material 
sense.  It  is  an  economic  conception.  In  this  sense,  more¬ 
over,  consumption  does  not  mean  merely  eating  a  thing 
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or  burning  it,  but  any  use  of  a  thing  which  involves  that  it 
shall  cease  to  exist  as  a  good  of  that  particular  character. 
Thus  all  material  that  is  used  in  the  making  of  durable 
goods  is  used  up  as  such.  It  can  no  longer,  at  least  as 
long  as  the  durable  good  lasts,  be  used  as  material.  The 
steel  that  is  used  in  making  locomotives  is  used  up  as 
material,  although  it  survives  materially  in  the  locomotive, 
and,  when  the  locomotive  is  worn  out,  it  may  find  some 
use  as  scrap  iron.  It  is  clear  that  all  such  materials  must 
be  considered  consumable  goods.  The  same  must  be 
said,  of  course,  of  the  materials  used  in  making  consum¬ 
able  goods — the  flour,  for  instance,  of  which  bread  is 
made;  as  flour  it  is  used  up.  We  may,  if  we  like,  dis¬ 
tinguish  the  materials  which,  when  they  are  used,  are 
embodied  in  another  commodity  as  a  special  group  of  con¬ 
sumable  goods.  We  should  then  describe  the  others  as 
consumable  goods  in  a  more  special  sense.  The  matter  of 
them  does  not  go  out  of  existence  in  the  physical  sense,  but 
it  is  lost,  wholly  or  in  part,  in  the  economic  sense.  Instances 
of  this  kind  are  food  and  drink,  coal,  machine  oil,  etc. 

The  distinction  between  consumption  goods  and 
durable  goods  is  based  essentially  on  the  manner  of 
using  them,  but  also  as  a  rule,  though  not  necessarily,  on 
the  physical  character  of  the  goods  themselves. 

Services  are  rendered  either  by  individuals  or  by 
durable  goods,  and  are  therefore  either  personal  services 
or  uses  oj  durable  goods. 

Amongst  personal  services  the  most  important  is 
labour.  There  are,  however,  as  we  shall  see  in  the  Second 
Book,  other  kinds  of  personal  service,  which  are  of  interest 
to  the  economist:  the  act  of  saving,  for  instance,  and  in 
a  certain  sense  the  service  of  the  employers.  Labour  or 
work  may  be  either  mental  or  physical;  but  the  distinc¬ 
tion  has  no  great  economic  importance,  and  it  is  impossible 
to  draw  a  sharp  line  between  the  two.  Certainly  there 
is  a  wide  difference  between  the  work  of  a  scientific 
thinker  and  that  of  a  road-mending  labourer.  Still, 
all  “  manual  ”  work  requires  a  certain  degree  of  mental 
work;  and  in  some  kinds  of  manual  work  the  mental 
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element  is  of  a  fairly  high  quality:  for  instance,  super¬ 
vising  complicated  machinery,  setting  up  the  type  of 
scientific  works,  especially  in  a  foreign  language,  and  so 
on.  On  the  other  hand,  certain  kinds  of  office  work 
make  very  slight  demands  on  mental  activity. 

Since,  as  we  have  already  said  (§  1),  the  act  of  satisfy¬ 
ing  needs  is  not  itself  to  be  regarded  as  an  economic 
activity,  we  must  distinguish  from  the  “  personal  services  ” 
under  consideration  here  all  those  activities  which  are 
directly  and  necessarily  part  of  a  man’s  satisfaction  of 
his  own  wants. 

The  uses  of  durable  material  goods  form  a  very 
important  group  of  means  of  satisfying  wants.  It 
includes  first  of  all  the  use  of  land  and  soil,  then  of 
dwelling-houses,  factories,  machinery,  and  all  the  other 
produced  material  goods  which  are  used  so  extensively 
in  modern  industry.  These  uses  of  durable  goods  are  as 
such  means  of  satisfying  wants.  The  durable  goods 
themselves  are  only  such  means  in  so  far  as  they  gradually 
and  successively  yield  the  uses  of  which  they  are  capable. 

Certain  durable  goods  do  not  last  long,  and  can  there¬ 
fore  render  only  few  services.  Others  last  a  very  long 
time,  if  not  for  ever,  and  can  render  an  indefinite 
amount  of  service.  The  essential  difference  between 
the  material  goods  and  their  uses  is  especially  clear  in 
these  cases  of  very  long  duration,  but  it  exists  even  in 
the  case  of  commodities  which  do  not  last  long.  We 
shall  see  later  how  very  important  in  economic  science 
this  distinction  between  a  commodity  and  its  use  is. 
Here  we  need  only  point  out  that  the  distinction  is 
peculiar  to  durable  goods,  which  in  this  respect  differ 
plainly  from  goods  for  use.  As  far  as  the  satisfaction  of 
wants  is  concerned,  the  consumable  commodity  and  the 
use  of  it  are  the  same  thing. 

Material  goods  and  services  fall  under  the  common 
heading  of  “  goods.”  Goods  come  under  the  considera¬ 
tion  of  economics — they  are  economic  goods — only  when 
they  are  scarce.  For  it  is,  as  said  in  §  1,  essential  to 
the  idea  of  an  economy  that  the  means  of  satisfying  wants 
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shall  be  available  only  in  a  limited  quantity:  that  there 
must  be  some  “  economy  ”  with  them.  Goods  which 
serve  to  satisfy  wants,  but  are  not  scarce,  are  not  objects 
of  economic  action,  and  are  therefore  not  considered  by 
economic  science.  There  are,  however,  very  few  such 
goods.  The  air  we  breathe  is  the  most  familiar  example. 
The  water  used  by  a  ship  in  its  boilers  is  freely  available, 
and  there  is  no  need  to  economise  with  it.  In  certain, 
but  relatively  few,  cases  the  same  may  be  said  of  drinking 
water. 

As  a  rule  there  is  a  certain  scarcity  of  goods.  This 
scarcity  is,  as  we  saw,  the  fundamental  condition  of  every 
economy.  The  scarcity  of  a  commodity  is  defined  by 
two  circumstances:  the  article  must  be  available  in  a 
limited  quantity,  and  for  the  satisfaction  of  men’s  wants 
it  must  be  possible  to  use  the  article  advantageously 
in  a  quantity  greater  than  what  is  available.  Hence 
economic  scarcity  is  an  entirely  relative  idea;  it  consists 
wholly  in  a  relation  to  men’s  wants. 

The  means  of  satisfying  wants  may  also  be  divided 
into  direct  and  indirect.  Direct  means  are  those  which 
serve  immediately  to  satisfy  wants.  They  may  be  either 
material  goods  or  services.  The  former  are  consumable 
goods,  such  as  bread;  the  latter  may  be  either  personal 
actions,  such  as  the  service  of  a  masseur,  or  the  services 
of  durable  goods,  such  as  the  uses  of  clothes  or  tram¬ 
ways.  All  these  may  also  be  classed  together  as  “  ready 
goods.”  Indirect  means  of  satisfying  wants  are  those 
which  have  to  be  used  to  get  the  direct  means.  They 
may  be,  for  instance,  materials,  like  cotton;  goods  for  use 
proper,  like  coal;  services  of  durable  goods,  such  as 
agricultural  land,  the  work  of  machines,  or  the  transport 
of  goods  by  railways;  or  personal  services,  work,  etc. 
Durable  goods  themselves  are  on  that  account  to  be 
described  as  indirect  means  of  satisfying  wants,  as  they 
serve  to  satisfy  wants,  not  of  themselves,  but  by  the 
services  they  render.  Moreover,  the  distinction  between 
direct  and  indirect  means  is  related  to  the  use  that  is 
made  of  them,  not  necessarily  to  their  inherent  character. 
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Many  goods  may  be  used  to  satisfy  wants  either  directly 
or  indirectly;  as  is  the  case  with  coal,  for  instance,  and 
generally  with  human  labour. 

The  nature  of  the  scarcity  of  a  good  is  mainly  deter¬ 
mined  by  the  way  in  which  its  quantity  is  limited.  In 
certain  cases  the  quantity  is  given  for  the  moment,  but 
it  can  be  increased  by  a  proper  direction  of  the  economic 
activity.  In  these  cases  the  scarcity  of  the  good  is  not 
independently  determined,  but  is  settled  by  the  limits 
of  this  power  to  increase  it.  These  limits  again  are, 
as  we  shall  see  in  the  next  section,  determined  by  the 
scarcity  of  those  indirect  means  of  satisfying  wants  which 
it  is  impossible  to  augment. 

Apart  from  these  cases,  goods  are  either  in  existence 
in  absolutely  limited  quantities  or  their  supply  can  be 
increased  by  greater  exertion  on  the  part  of  the  members 
of  the  community.  In  the  latter  case  the  scarcity  of  the 
good  is  determined  by  the  conditions  under  which  such 
greater  exertions  will  be  called  forth. 

§  3.  Production. 

The  scarcity  of  a  material  good  is  sometimes  absolute, 
as  the  existing  supply  of  it  cannot  be  augmented  or, 
when  it  is  used  up,  cannot  be  replaced.  As  a  rule,  how¬ 
ever,  it  is  possible  to  produce  new  articles  of  the  same 
sort,  and  thus  to  augment  the  supply  or  replace  the 
waste.  Since  a  good  which  is  identical  with  another 
existing  or  used-up  good  clearly  cannot  be  produced, 
the  scarcity  can  only  be  overcome  if  various  specimens 
of  the  same  kind  of  article  can  be  substituted  for  each 
other — that  is  to  say,  when  the  demand  looks  to  a  class 
of  articles,  not  to  an  individual  article.  An  old  painting 
may  be  copied,  but  if  the  demand  is  for  the  original,  the 
painting  is  irreplaceable.  Sometimes  a  thing  that  in  a 
general  way  can  easily  be  replaced  has  a  purely  emotional 
value  for  the  individual  owner;  he  cares  only  for  that 
particular  individual  article,  and  will  not  have  any 
substitute,  however  closely  it  may  resemble  it. 

Apart  from  these  circumstances,  the  replaceability 
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of  a  material  good  depends  entirely  on  the  technical 
possibilities  of  producing  one  like  it.  This  is  not  possible, 
or  only  in  a  qualified  sense,  in  the  case  of  land  or  given 
materials  in  nature.  Most  material  goods  are,  as  we 
say,  reproducible.  The  activity  which  brings  into  being 
new  goods  for  the  satisfaction  of  human  needs  is  called 
production. 

The  production  of  new  material  goods  is,  of  course, 
not  a  creation  out  of  nothing,  but  a  re-shaping  of  material 
found  in  nature.  The  materials  which  cannot  be  pro¬ 
duced  by  us,  or  are  not  so  produced,  as  they  are  easily 
to  be  got  directly  from  nature,  are  called  raw  materials 
in  the  strict  sense.  Getting  these  raw  materials  from 
nature  demands  a  certain  amount  of  economic  activity, 
and  this  is  to  be  included  in  production.  Raw  materials 
which  can  be  got  without  such  activity  are  available  in 
larger  quantities  than  are  needed,  and  are  therefore  not 
economic  goods.  When  we  examine  the  other  materials, 
which  must  be  secured  with  some  effort,  we  find  that 
some  of  them  are  present  in  nature  in  very  small  quantities, 
and  that  we  are  compelled  to  be  very  economical  with 
them.  Others — the  greater  part,  in  fact — abound  in 
nature,  but  the  local  or  industrial  difficulties  of  securing 
them  are  so  great  that  they  are  available  for  further 
production  only  in  limited  quantities.  Coal,  for  instance, 
if  we  consider  the  world-supply,  exists  in  quantities  that 
must  be  regarded  as  very  abundant  relatively  to  the 
actual  use.  But  the  coalfields  are  very  unequally  dis¬ 
tributed,  and  some  are  so  far  away  that  we  cannot  consider 
them  in  connection  with  the  satisfaction  of  our  needs, 
as  the  difficulties  of  getting  the  coal  are  too  great.  Even 
from  the  coalfields  that  are  being  actually  worked  the 
coal  can  be  got  only  with  labour  and  certain  sacrifices. 
For  these  reasons  our  supply  of  raw  materials  is  always 
limited.  And  this  sets  a  certain  limit  to  our  capacity 
to  produce  material  goods. 

Besides  raw  materials  we  need  in  production  also  the 
use  of  the  durable  goods  which  nature  provides.  These 
durable  goods  are  generally  classed  together  as  “  land,’: 
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though  they  include,  for  instance,  waterfalls  and  rivers 
that  serve  for  transport.  The  most  important  kind  of 
land,  that  which  is  or  may  be  used  in  agriculture,  is  so 
abundant,  when  we  take  the  whole  earth  into  account, 
that  it  is  probably  more  than  enough  for  the  present 
needs  of  the  race.  That  there  is,  nevertheless,  a  scarcity 
of  it  means,  mainly,  that  there  are  local  or  technical 
difficulties  about  utilising  the  existing  land.  As,  however, 
these  difficulties  can  be  overcome  to  a  certain  extent  by 
productive  activity,  the  scarcity  of  agricultural  land  is 
not  absolute.  This  applies  still  more  to  urban  building 
land,  which  is  essentially  an  outcome  of  man’s  productive 
activity.  Thus  the  scarcity  of  land  is  mainly  due  to  the 
difficulties  of  making  use  of  it.  This  scarcity  is  the 
source  of  a  further  independent  limitation  of  the  pro¬ 
duction  of  material  goods. 

This  production  further  requires,  as  a  rule,  the  use 
of  machines,  factories,  transport  equipment,  etc.,  and  of 
prepared  materials  or  half-manufactured  goods — in  a 
word,  of  material  goods  which  are  themselves  the  result 
of  production.  The  scarcity  of  the  existing  supply  of 
such  goods  at  a  given  moment  is  a  new  limitation  of  the 
possibilities  of  production.  It  may  be  urged  that,  as 
these  means  of  production  can  themselves  be  produced, 
there  is  no  definite  or  independent  scarcity  of  them. 
But  the  production  of  new  material  means  of  production 
takes  time.  Hence  the  existing  supply  at  any  given  time 
is  undoubtedly  a  definite  limitation  of  the  range  of 
production. 

It  is  also  to  be  noted  that  the  disposition  to  use  means 
of  production  for  the  production  of  material  goods  which 
in  turn  are  to  serve  for  further  production,  not  for  the 
immediate  satisfaction  of  wants,  must  clearly  be  limited; 
and  that  this  means,  in  the  long  run,  a  limitation  of  the 
production  of  material  means  of  production  and  there¬ 
fore  a  limitation  of  the  productive  capacity  generally. 
This  limitation  is,  as  we  shall  see,  based  upon  the  scarcity 
of  that  personal  service  which  we  call  saving. 

Finally,  the  limitation  of  the  human  labour  available 
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is  obviously  an  independent  and  very  general  restriction 
of  the  productive  capacity. 

We  find,  then,  that  the  scarcity  of  the  various  means 
of  production  implies  a  definite  limitation  of  the  possi¬ 
bility  of  producing  new  material  goods.  Hence,  pro¬ 
duction  does  not  rid  us  of  the  scarcity  of  the  satisfaction 
of  human  needs,  but  only  leads  it  back  to  the  scarcity 
of  the  means  of  production. 

The  means  of  production,  especially  human  labour, 
may  be,  as  a  rule,  used  in  very  different  branches  of 
production.  This  is  a  very  important  fact  for  the  entire 
human  economy.  The  scarcity  of  a  particular  kind  of 
good  is,  thanks  to  it,  not  as  a  rule  determined  by  an 
absolute  scarcity  of  the  means  of  producing  that  par¬ 
ticular  good,  but  by  the  amount  of  means  of  production 
allotted  to  that  particular  branch  of  production.  It  is, 
therefore,  to  a  very  great  extent  relative.  The  relative 
scarcity  of  the  various  kinds  of  commodities  thus  depends 
upon  the  distribution  of  the  available  means  of  produc¬ 
tion  amongst  the  various  branches  of  production.  This 
distribution  must  be  regulated  with  a  regard  to  the 
scarcity  of  the  various  means  of  production  on  the  one 
hand,  and  the  importance  of  the  different  demands  on 
the  other.  Every  economy  is,  in  those  circumstances, 
essentially  an  economising  with  the  means  of  production, 
and  a  rational  conduct  of  the  economy  must  consist  to  a 
very  great  extent  in  the  proper  distribution  of  the  means 
of  production  amongst  the  various  applications  of  them. 
Precisely  because  the  means  of  production  can  serve  so 
many  different  purposes  the  possibilities  of  satisfying 
needs  according  to  their  various  characters  are  so  very 
great.  Still,  the  scarcity  of  the  means  of  production 
is  always  an  essential  restriction  of  the  total  capacity  to 
satisfy  wants. 

In  this  description  of  the  economic  activity  which 
we  call  production  we  have,  for  the  sake  of  clearness,  only 
considered  the  production  of  material  goods,  a  process 
of  reshaping  and  refining  of  material.  It  is  possible  to 
keep  the  word  in  this  narrower  sense,  as  merely  the 
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working-up  of  material.  But  from  the  economic  point 
of  view  there  is  no  reason  to  restrict  the  idea  of  production 
in  this  wap.  Economically  the  transport  of  the  material 
and  of  the  finished  goods  cannot  be  separated  from  the 
working-up.  This  will  be  realised  best,  perhaps,  by 
reflecting  that  in  the  manufacturing  process  itself  there 
are  a  number  of  transport-operations — in  the  pig-iron 
industry,  for  instance,  or  agriculture,  or  forestry.  If  we 
conceive  the  entire  production  of  material  goods  for  the 
satisfaction  of  needs  as  one  process,  the  innumerable 
transport-operations  within  the  process  cannot  be 
separated  from  it.  In  that  case  there  is  no  occasion  to 
exclude  from  the  productive  process  the  ultimate  trans¬ 
port-operations  which  convey  the  goods  to  the  con¬ 
sumers.  Those  economic  activities  which,  in  different 
economic  organisations,  have  the  task  of  regulating  the 
movement  of  goods  from  one  part  of  the  total  economy 
to  another — which  we  now  call  commerce  or  trade — 
may  be  distinguished  from  the  productive  process  in  the 
narrower  technical  sense,  but  as  the  dividing  line  is  very 
difficult  to  determine,  it  is  better  to  conceive  them  as  a 
part  of  the  great  process  of  production  which  has  to  put 
at  men’s  disposal  the  means  of  satisfying  their  wants. 
Production  as  a  whole  is,  therefore,  to  be  regarded  as  a 
special  side  of  the  human  economy — the  creation  of  goods. 
The  economy  is  a  more  general  conception,  as,  besides 
production,  it  includes  the  regulation  of  consumption 
and  of  the  services  of  individuals.  It  represents  the 
entire  activity  which  adjusts  the  satisfaction  of  wants 
and  the  means  thereto. 

Production  in  this  broader  sense  is  not  confined  to 
the  creation  of  material  goods.  All  services  that  directly 
satisfy  needs,  and  which  must,  in  virtue  of  our  definition 
(§  i),  be  regarded  as  economic,  must  be  conceived  as 
productive  activities  and  therefore  must  be  described  as 
integral  parts  of  the  total  process  of  production.  As 
productive  activity  we  must  therefore  count,  not  only  the 
exertions  of  agricultural  and  industrial  and  other  workers, 
but  also  the  work  of  domestic  servants,  teachers,  physicians. 
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etc.  All  have  a  share  by  their  work  in  the  great  economic 
process  of  satisfying  needs.  This  process  is  in  reality 
so  unified,  the  various  parts  of  it  are  so  much  inter¬ 
connected,  that  to  exclude  services  which  directly 
satisfy  needs  does  not  seem  to  be  justified  by  the  facts. 

This  definition  of  productivity  is  much  disputed. 
According  to  the  classical  political  economy  only  the 
work  which  is  involved  in  creating  material  goods  was  to 
be  regarded  as  productive.  All  services  which  directly 
aim  at  the  satisfaction  of  human  needs  and  are  useful  to 
consumers  without  the  intervention  of  material  goods 
were  described  as  unproductive.  This  classification 
must  be  entirely  rejected,  as  it  is  apt  to  give  vague  ideas 
that  there  is  a  greater  economic  importance  in  the 
activities  which  are  described  as  “  productive.”  As  a 
matter  of  fact,  the  terminology  is  based  upon  the  idea 
that  the  production  of  material  goods  is  the  general 
aim  of  economic  activity,  and  therefore  services  which 
are  not  embodied  in  material  goods  are  at  the  most  to  be 
described  as  “  indirectly  productive  ” — that  is  to  say, 
productive  only  to  the  extent  to  which  they  can  further 
the  production  of  material  goods.  This  idea  clearly 
fails  to  understand  that  the  satisfaction  of  human  needs  is 
an  independent  aim,  and  it  implies  a  subordination  of 
man  to  material  goods  that  is  not  openly  acknowledged, 
but  is,  nevertheless,  latent  in  the  theory  and  a  cause  of 
great  economic  confusion.  Whether  or  how  a  service 
promotes  the  production  of  material  goods  is,  or  should 
be,  a  matter  of  no  consequence  as  far  as  concerns  the 
question  whether  it  is  to  be  regarded  as  economic 
and  productive.  The  only  essential  point  is  that  the 
service  shall  directly  or  indirectly  help  to  meet  a 
human  need.  When  it  does  this,  it  must,  with  the 
limitation  indicated  in  §  i,  be  regarded  as  economic  and 
productive. 

This  is  the  only  way  to  get  a  sound  definition  either 
of  an  economy  or  of  economic  science.  There  is  no 
force  in  the  objection  that  this  definition  of  an  economy 
brings  all  sorts  of  disciplines — medicine,  pedagogy, 
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art,  etc. — within  the  sphere  of  economic  science.  Even 
an  economic  science  restricted  to  the  production  of 
material  goods  would  not  include  the  enormous  mass  of 
technical  knowledge  needed  in  the  modern  industrial 
production  of  material  goods.  Economic  science  can 
take  into  consideration  the  entire  human  activity  that 
aims  at  facilitating  the  satisfaction  of  needs  without 
going  any  further  into  what  might  generally  be  called 
the  technical  side  of  this  satisfaction  of  needs  than  is 
necessary  for  the  purpose  of  a  purely  economic  inquiry. 
Every  human  activity  that  aims  at  meeting  human  needs 
has  its  economic  side,  and  to  that  extent  it  falls  within 
the  domain  of  economic  science.  This  science  need 
never  fear  that  it  will  pass  its  natural  limits  as  long  as  it 
confines  itself  strictly  to  the  economic  side  of  human 
activity. 

To  divide  economic  services  into  productive  and 
unproductive,  according  to  their  relation  to  material 
goods,  would  lead  to  most  peculiar  subdistinctions.  All 
personal  exertions  that  relate  to  the  improvement, 
transport,  and  distribution  of  material  goods  would, 
of  course,  have  in  all  circumstances  to  be  counted  pro¬ 
ductive.  It  is  difficult  to  see  how  anyone  could  then 
exclude  domestic  services,  as  the  most  important  of  them, 
cooking,  must  be  regarded  as  a  continuous  elaboration 
of  material  goods.  One  has  only  to  try  to  imagine  how 
it  would  look  to  divide  the  work  of  our  domestic  servants 
into  “  productive  ”  and  “  unproductive  ”  according  to 
its  relation  to  material  goods  !  It  would  scarcely  be 
possible  to  sustain  a  claim  that  there  shall  be  a  direct 
relation  between  services  and  goods.  In  a  large  factory, 
for  instance,  there  is  a  good  deal  of  work  and  equipment 
that  is  only  indirectly  connected  with  production  proper, 
yet  is  very  important  to  the  workers — the  cleaning  of  the 
rooms,  the  absorption  of  dust,  the  installing  of  baths,  etc. 
It  would  be  difficult  to  avoid  counting  these  necessary 
operations  amongst  the  productive  services.  Even  the 
work  of  the  inspector  and  doctor  of  the  factory  would 
have  to  be  called  “  productive.”  Where,  then,  shall  we 
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draw  the  line  ?  Large  transport  businesses  convey  both 
passengers  and  goods.  Must  the  carriage  of  passengers 
be  regarded  as  unproductive,  and  the  carriage  of  goods 
as  productive  ?  How  shall  we  then  classify  the  work  of 
engine-drivers  and  of  the  staffs  of  ships  ?  The  workers 
employed  in  a  town  waterworks  must  be  considered 
“  productive,”  since  they  provide  the  inhabitants  with 
the  material  good,  water.  It  is  the  same  with  gas-workers. 
What  are  we  to  say,  then,  of  the  electrical  workers  ? 
They  do  not  provide  any  material  good,  but  merely 
render  the  immaterial  service  of  lighting  and  heating, 
and  they  must  therefore  be  classed  as  “  unproductive.” 
The  fact  that  a  division  of  services  into  productive  and 
unproductive,  according  to  their  relation  to  material 
goods,  raises  these  great  difficulties  shows  clearly  that  the 
distinction  does  not  correspond  to  any  essential  difference 
of  services  from  the  economic  point  of  view,  but  is 
factitious  and  unprofitable.  Any  man  who  pushes  the 
consequences  of  it  so  far  as  to  exclude  “  unproductive  ” 
services  entirely  from  the  sphere  of  economic  activities 
and  economic  science  will  find  himself  landed  in  obvious 
absurdities. 

§  4.  The  Continuous  Process  of  Production. 

It  is  customary  in  economic  science  to  regard  pro¬ 
duction  rather  from  a  materialistic  point  of  view,  as  if 
it  were  the  object  of  the  science  to  inquire  into  the  origin 
of  material  goods,  and  to  follow  the  various  stages  of  their 
transformations  during  the  process  of  production,  and 
finally  to  consider  the  consumption  of  them.  This  method 
of  treatment  is  unquestionably  responsible  for  the  refusal 
to  regard  services  that  are  not  embodied  in  material 
things  as  productive  or  economic  and  all  the  difficulties 
that  are  thus  raised.  It  has  influenced  the  whole  arrange¬ 
ment  of  manuals  of  the  science,  as  the  authors  felt  them¬ 
selves  compelled  to  consider  the  technically  successive 
stages  of  the  productive  process  in  the  same  order  in 
economic  science,  and  so  begin  with  the  first  elements 
of  production  and  end  with  consumption.  It  is,  in 
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particular,  responsible  for  the  entirely  wrong  picture  of 
the  economic  process  of  production,  its  conditions  and 
means,  which  still  for  the  greater  part  dominates  economic 
science. 

Since  economic  science  tried  to  describe  the  process 
of  production  as  the  technical  history  of  the  origin  of  the 
various  goods,  the  technical  origin  of  each  material  good 
co-operating  in  the  productive  process  had  to  be  in¬ 
vestigated,  and  then,  of  course,  every  product  resolved 
itself  in  the  ultimate  analysis  into  labour  and  the  materials 
freely  afforded  by  nature.  This  was  made  the  basis  of 
a  theory  according  to  which  labour  is  the  sole  means  of 
production,  and  all  wealth  is  created  by  labour.  We  shall 
consider  this  theory,  which  has  played  as  considerable  a 
part  in  economic  science  as  in  socio-political  programs, 
more  closely  at  a  later  stage.  It  is  clear,  however,  how 
much  the  theory  was  bound  to  be  supported  by  the 
technical  view  of  production  which  we  are  considering. 

The  fact  that  all  production  takes  time  is  of  great 
importance  to  every  economy,  and  therefore  to  economic 
science.  It  has  led  the  science  to  elaborate  the  idea  of 
“  period  of  production,”  and  experts  on  interest,  in 
particular,  have  given  a  good  deal  of  attention  to  this 
conception.  But  as  long  as  the  idea  of  production  we 
have  described  is  retained,  the  part  played  by  time  in 
production  must  remain  obscure  and  vague,  as  it  is 
impossible  to  assign  a  point  at  which  the  production  of  a 
material  good,  conceived  in  this  sense,  begins.  At  every 
stage  in  production  the  co-operation  of  pre-existing 
material  goods,  either  durable  goods  or  goods  for  use,  is 
assumed,  and,  if  the  origin  of  these  goods  is  to  be  counted 
in  the  productive  process  of  the  final  product,  one  never 
gets  to  the  starting-point  of  the  entire  productive  process. 
In  these  difficulties  we  see  clearly  how  entirely  hopeless 
is  the  attempt  to  trace  the  productive  process  back  to  its 
technical  commencement. 

An  economic  consideration  of  production  must 
start  from  the  fundamental  fact  that  the  satisfaction  of 
the  needs  of  humanity,  or  of  any  self-contained  group  of 
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men,  must  be  continuous,  and  that,  therefore,  production 
is  a  continuous  process.  This  process  as  a  whole  must  be 
the  subject  of  the  economic  study  of  production.  It 
must  be  represented  according  to  its  features  at  a  given 
moment,  and  the  conditions  under  which  it  can  go  on 
unchanged  as  it  is  at  that  moment  must  be  assigned. 
These  conditions  are  a  necessary  presupposition  for  a 
continuous  satisfaction  of  needs,  unchanging  in  its  content 
and  range,  and  they  therefore  represent  fundamental 
factors  of  the  economy.  In  certain  cases  also  the  con¬ 
ditions  of  some  measure  of  growth  of  the  economy  must 
be  studied,  and  these  must  be  regarded  as  fundamental 
factors  of  an  economy  that  is  undergoing  some  sort  of 
development. 

In  this  way  of  looking  at  the  matter  there  is  no  place 
for  an  inquiry  into  the  circumstances  in  which  the 
actually  existing  material  goods  came  into  being,  or  into 
the  forces  which  were  at  work.  All  these  questions  belong 
to  history.  They  may  be  material  to  economic  history, 
but  they  are  economically  negligible,  or  they  have,  at 
all  events,  no  direct  significance  in  the  ordering  of  the 
economy.  This,  of  course,  does  not  prevent  the  history 
of  an  ancient  building  or  the  origin  of  a  painting  from 
having  a  considerable  influence  on  the  way  in  which  con¬ 
temporaries  appreciate  them,  and  therefore  on  present 
economic  action.  But  these  elements  of  the  past  act 
only  through  the  medium  of  the  feelings  of  living  men, 
and  do  not  call  for  consideration  in  an  inquiry  into  the 
possibility  of  satisfying  wants  by  means  of  production. 

Here  we  come  to  the  general  principle,  fundamental 
in  all  economic  consideration,  which  is  contained  in  our 
definition  of  an  economy,  and  the  importance  of  which 
will  be  shown  more  clearly  as  we  proceed — that  the 
economy  is  essentially  an  activity  that  looks  to  the  future, 
the  past  having  logically  no  part  in  it.  How  an  actually 
existing  good  came  into  being  is,  in  virtue  of  our  general 
conception  of  the  nature  of  an  economy,  a  matter  of 
indifference.  This  observation  shows  how  utterly  futile 
the  hitherto  prevalent  view  of  production,  with  its 
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analysis  of  the  technical  evolution  of  goods,  must  be  in 
economic  science. 

In  real  life  production  is  always  a  continuous  process, 
always  complete  in  its  various  partial  processes,  and 
always  beginning  over  again:  a  process,  therefore,  which 
after  a  certain  time  will  present  the  same  picture  as  now, 
assuming  that  the  range  of  the  process  is  not  enlarged  and 
the  methods  of  production  not  altered.  In  other  words, 
the  process  of  production  as  a  whole  does  not  share  the 
movement  of  the  material  that  rises  from  stage  to  stage 
of  advancement  until  it  issues  from  the  productive  process 
as  a  finished  article.  The  process  of  production  has  not 
a  beginning  and  an  end  in  the  same  sense  as  the  story  of 
the  gradual  shaping  of  a  concrete  piece  of  material;  it  may 
remain  itself  unchanged  in  spite  of  the  continual  pro¬ 
duction  of  articles.  In  a  process  of  production  of  this 
kind  we  find  at  any  given  moment  a  good  represented 
in  all  its  various  stages  of  manufacture.  The  raw 
material,  the  half-manufactured  article,  and  the  finished 
product  all  exist  together,  and  in  such  quantities  that  the 
production  can  be  continuous,  though  it  may  vary  in 
volume.  The  composition  of  this  mass  of  goods  is  only 
changed  by  production  in  so  far  as  the  productive  process 
itself  is  changed. 

There  are,  of  course,  inequalities  in  the  continuous 
process  of  production.  This  is  a  correct  picture  of  the 
productive  process  in  industry  proper — say,  the  iron 
industry.  Fresh  ore  and  coal  are  brought  daily  and 
hourly  from  nature’s  stores.  Pig-iron  is  produced  in  a 
steady  stream  and  converted  into  steel;  and  at  the  same 
time  there  are  the  various  iron  and  steel  products  at  every 
possible  stage  of  manufacture.  In  this  case,  and  under 
stable  conditions,  the  productive  process  may  run  so 
perfectly  evenly  that  changes  of  its  contents  need  not  be 
taken  into  account,  at  least  if  we  survey  a  large  industrial 
region. 

It  is  not  the  same  with  agriculture.  Here  the  entire 
production  is  so  dependent  upon  the  seasons  that  it 
begins  again  once  every  year.  The  mass  of  goods  in  the 
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actual  process  of  production  changes  its  character  in  the 
course  of  the  year.  But  if  one  takes  a  sufficiently'  long 
period,  it  is  possible  to  ignore  the  various  phases  of  the 
productive  process  and  the  alteration  in  its  content, 
and  concentrate  one’s  attention  on  the  production  as  a 
continuous  process,  which  may  be  invariable  or  may 
be  subject  to  changes  in  regard  to  extent  and  method. 
The  various  phases  of  agricultural  production  disappear 
still  more  completely  when  one  considers  the  entire 
world-production — say,  of  wheat.  Wheat  is  grown  in 
such  different  latitudes  in  the  northern  and  southern 
hemispheres  that  the  unequal  distribution  of  the  harvests 
over  the  year  is  fairly  neutralised,  though  not  wholly 
eliminated.  This  adjustment  continues  in  the  sub¬ 
sequent  stages  of  the  progress  of  the  wheat.  The  Euro¬ 
pean  demand  for  wheat  is  met  by  a  practically  con¬ 
tinuous  stream  of  cargoes  of  wheat  throughout  the  year 
with  a  fair  amount  of  uniformity.  Naturally,  the 
varying  phases  of  the  agricultural  productive  process, 
on  account  of  the  change  of  seasons,  must  be  taken  into 
account,  and  their  effects  examined  by  economic  science 
when  it  goes  into  details.  But  when,  in  order  to  get  a 
general  view  of  the  essentials  of  the  economy,  one  wants 
to  study  an  economy  sufficiently  simplified  by  abstraction, 
yet  reflecting  the  inherent  nature  of  the  economic  pro¬ 
cesses  as  faithfully  as  possible,  there  can  hardly  be  any 
doubt  that  the  continuous  process  of  production,  as  it  is 
here  described,  is  the  correct  abstraction. 

This  process  of  production  is,  however,  fairly  complex 
in  any  general  features  that  correspond  to  the  reality. 
For  scientific  purposes  it  is  advisable  to  take  first  two 
simplified  cases  that  are  particularly  important  in  forming 
a  correct  idea  of  the  essential  economic  facts  and  pro¬ 
cesses,  and  make  these  the  subject  of  a  more  thorough 
inquiry.  These  are,  first,  the  case  of  the  stationary 
process  of  production;  secondly,  the  case  of  the  steadily 
growing  process  of  production.  The  study  of  the  first 
will  show  us  the  conditions  of  economic  equilibrium  in 
a  producing  economy,  and  will  enable  us  to  define  with 
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otherwise  unattainable  clearness  certain  phenomena  that 
are  fundamental  to  every  economy.  The  study  of  the 
second  case  will  elucidate  the  conditions  of  quantitative 
economic  progress  in  the  simplest  circumstances,  and 
will  thus  enable  us  adequately  to  characterise  certain 
phenomena  which  are  especially  connected  with  economic 
progress. 

§  5.  The  Stationary  Economy. 

We  will,  therefore,  first  simplify  the  matter  by 
supposing  that  the  social  process  of  production  remains 
completely  unchanged  as  time  goes  on.  We  will  suppose 
that  the  number  of  men  in  the  economy  in  question  and 
their  individual  needs — therefore  the  total  needs  of  the 
economy — remain  constant.  We  then  have  a  stationary 
economy.  The  satisfaction  of  wants  now  goes  on  without 
change  of  form  or  extent;  all  the  economic  phenomena 
remain  constant.  It  is  clear  that  such  an  economy 
affords  the  best  opportunity  to  study  the  general  and 
fundamental  economic  phenomena. 

In  the  static  process  of  production  there  is  at  a  given 
time  a  definite  volume  of  durable  material  goods  co¬ 
operating  in  production  and  of  materials  and  consumable 
goods  in  various  stages  of  preparation,  and  this  volume  is 
the  same  at  all  times.  The  existence  of  this  quantity  of 
goods  is  a  necessary  condition  for  the  continuance  without 
change  of  the  process  of  production.  It  is,  therefore, 
the  business  of  the  stationary  economy  to  keep  this 
quantity  of  goods  unaltered.  Production  in  the  station¬ 
ary  economy  is,  consequently,  a  process  that,  first,  main¬ 
tains  the  total  sum  of  the  material  goods  included  in  it, 
and,  secondly,  constantly  provides  finished  material 
goods  and  services  for  the  satisfaction  of  men’s  wants. 

We  have  now  to  see  how  this  is  accomplished.  In 
regard  to  the  first  task,  it  is  important  to  bear  in  mind 
our  division  of  material  goods  into  durable  goods  and 
consumable  goods.  We  have,  therefore,  first  to  inquire 
how  the  amount  of  the  durable  goods  existing  in  the 
process  of  production  can  be  kept  invariable.  We  may 
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at  once  exclude  land,  as  we  may  assume  that  in  its 
economically  important  features  it  remains  unchanged, 
and  so  here  there  is  no  task. 

The  productive  process,  as  we  have  defined  it  (§  i), 
reaches  as  far  as  the  point  where  the  immediate  satis¬ 
faction  of  wants  begins.  We  have  consequently  to  settle 
what  durable  goods  are  to  be  regarded  as  within  the  pro¬ 
ductive  process.  Primarily  these  are  all  tools,  machines, 
and  buildings  that  are  used  in  production;  then  ships 
and  other  means  of  transport,  lighting,  equipment, 
telephones,  etc.,  or  durable  goods  that  co-operate  in 
production,  without  regard  to  whether  they  help  in  the 
creation  of  material  goods  or  are  of  service  in  the 
direct  satisfaction  of  wants;  finally,  houses  and  other 
durable  goods  that  are  of  service  in  the  direct  satisfac¬ 
tion  of  wants;  but  not  personal  belongings,  such  as 
clothes  and  so  on  (compare  §  7). 

This  should  sufficiently  define  what  we  mean  by 
“  durable  goods  in  the  process  of  production.”  Setting 
aside  land,  the  rest  represents  the  produced  durable  goods 
in  the  process  of  production.  To  these  we  give  the  name 
of  fixed  real  capital. 

The  first  question  is  then:  How  is  the  fixed  real 
capital  kept  unchanged  through  the  productive  process 
in  a  stationary  economy  ?  The  durable  goods  in  which 
fixed  real  capital  consists  are  for  the  most  part  apt  to  be 
used  up  rapidly.  The  loss  may  be  moderated  by  a  care¬ 
ful  use  of  them,  but  as  a  rule  it  is  impossible  to  prevent 
them  from  being  worn  out  and  incapable  of  rendering 
any  further  economic  service.  They  then  disappear 
from  the  store  of  durable  goods.  Old  houses  are  broken 
up  :  old  machines  are  scrapped.  If  the  supply  of  these 
goods  is  to  be  kept  unchanged,  new  goods  of  the  same  sort 
must  be  produced,  and,  in  the  stationary  economy,  at 
the  same  rate  as  the  old  are  worn  out.  Let  us  suppose, 
for  instance,  that  in  a  self-contained  economy  all  the 
houses  are  of  the  same  type,  and  all  last  a  hundred  years; 
and  that  the  supply  is  kept  at  the  same  level  by  constant 
building.  In  that  case  we  have  at  any  given  moment  a 
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group  of  a  hundred  houses,  the  oldest  of  which  is  a 
hundred  years  old  and  ready  to  be  broken  up,  the  newest 
only  built  in  the  previous  year,  and  the  others  of  all  ages 
between  the  two.  This  group  of  houses  is  kept  unchanged 
by  the  productive  process  by  building  one  new  house, 
and  breaking  up  one  old  one,  every  year.  The  other 
houses  grow  a  year  older  every  year,  but  the  building  of 
a  new  one  means  that  at  the  end  of  the  year  the  supply 
is  just  the  same,  in  number  and  graduation  of  use,  as  it 
was  at  the  beginning  of  the  year.  If  we  take  a  stationary 
economy  of  sufficient  size,  it  is  clear  that  the  supply  of 
durable  goods  can  be  maintained  practically  unchanged  by 
mending  and  new  production — in  a  word,  by  the  current 
productive  process.  This  process,  by  which  fixed  real 
capital  is  maintained  unchanged  in  a  stationary  economy, 
is  called  the  reproductive  process  of  fixed  real  capital. 

Turning  now  to  consumable  goods,  we  have  first  to 
settle  which  of  these  are  within  the  process  of  pro¬ 
duction.  First,  we  have  all  materials  that  enter  the 
process  as  raw  material  obtained  from  nature,  undergo  a 
series  of  changes,  and  finally  emerge  from  the  productive 
process  as  constituents  of  durable  or  of  consumable  goods. 
Consumable  goods  leave  the  productive  process,  as  they 
are  used  up;  they  are  either  used  in  the  productive 
process  itself  (coal  and  machine  oil)  or  in  the  direct  satis¬ 
faction  of  needs  (bread,  etc.).  If  production  continues 
on  the  same  lines,  and  is  constantly  repeated  in  the  same 
forms,  the  total  supply  of  material  goods  in  a  stationary 
economy  will  be  kept  unchanged.  Iron,  for  instance,  will 
be  used  daily  for  different  purposes  in  a  certain  quantity, 
and  this  means  a  corresponding  daily  supply  of  iron  ore; 
and  the  material  that  is  in  an  intermediate  stage  goes  a  step 
forward  in  the  process  of  manufacture.  Thus  the  total 
material  in  this  branch  of  production  remains  unaltered  in 
quantity  and  quality.  Every  day  finished  consumable 
goods  pass  into  consumption  from  the  productive  process, 
or  are  definitively  used  up  in  the  productive  process  itself; 
but  at  the  same  time  the  total  amount  of  intermediate 
products  moves  on  a  step,  and  new  production  begins. 
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The  effect  is  that  the  amount  of  intermediate  products 
remains  constant,  and  that  every  day  the  same  quantities 
of  consumable  goods  are  available  for  the  productive 
process  or  for  consumption. 

The  final  result  is,  therefore,  that  the  total  volume 
of  materials,  half-manufactured  articles,  and  products 
in  all  stages,  and  of  consumable  goods  employed  in  the 
production  itself,  remains  constant  in  a  stationary 
economy.  This  volume  of  goods  we  call  the  circulating 
real  capital  of  the  economy.  The  process  by  which  this 
is  kept  invariable  we  call  the  reproductive  process  of 
circulating  real  capital. 

The  total  sum  of  fixed  and  circulating  real  capital, 
or  of  all  the  material  goods  in  the  productive  process 
except  land,  is  the  real  capital  of  the  economy;  and  the 
process  by  which  this  is  kept  constant  is  the  reproductive 
process  of  real  capital. 

The  total  amount  of  the  material  goods  of  an  economy 
is  called  its  real  wealth.  Real  wealth  includes  land,  as 
well  as  real  capital,  and  also  the  durable  goods  which 
have  gone  out  to  the  consumers.  • 

On  these  lines  production  in  a  stationary  economy  is 
a  process  that  constantly  takes  care  that  the  material 
means  of  securing  its  continuance  unchanged  are  kept 
invariable;  a  process  that  maintains  itself,  and  at  the 
same  time  provides  a  steady  and  invariable  stream  of 
services  and  material  goods  for  the  satisfaction  of  human 
wants.  This  stream  of  services  and  goods,  which  the 
members  of  the  community  receive  from  production 
for  the  satisfaction  of  their  wants,  is  called  the  real 
income  of  the  economy. 

Thus  the  real  income  consists  partly  of  the  services 
of  other  individuals  (such  as  doctors  or  domestic 
servants)  which  directly  help  to  meet  wants;  partly  of 
consumable  goods  (such  as  food,  etc.);  partly  of  the 
utilities  of  durable  goods  which  are  to  be  regarded  as 
belonging  to  the  productive  process  (such  as  the  services 
of  the  dwelling-house,  of  passenger  traffic,  etc.);  and 
partly  of  durable  goods  which,  when  they  are  ready, 
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pass  into  consumption  and  can  no  longer  be  included  in 
the  process  of  production  (clothes,  for  instance). 

In  economic  science  it  is  important  to  make  perfectly 
clear  the  relation  of  all  our  ideas  to  time.  A  good  deal 
of  confusion  and  numbers  of  superfluous  controversies 
can  be  traced  simply  to  the  failure  to  attend  to  the  very 
important  temporal  aspects  of  economic  ideas.  Above 
all  it  is  necessary  to  distinguish  whether  an  economic 
conception  is  related  to  a  point  of  time  or  a  period  of 
time.  It  is  the  former  with  the  ideas  of  real  capital  and  ^ 
real  wealth.  If  we  want  to  show  the  amount  of  material 
goods  in  an  economy,  we  must  clearly  choose  a  particular 
moment  for  the  inventory.  An  inventory  of  this  sort 
will  only  find  a  certain  quantity  of  material  goods  in  the 
economy,  but  not  services.  The  material  good  exists 
as  such  at  a  given  moment,  but  the  service  relates  to  a 
period  of  time.  At  the  given  moment  there  are  onl) 
the  individuals  and  goods  which  render  service.  That 
is  why  services  are  not  a  part  of  the  real  wealth,  but  are 
a  part  of  the  real  income.  The  services  which  directly 
satisfy  wants  create- nothing  that  could  be  included  in 
the  inventory.  It  would  scarcely  be  an  error  to  connect 
the  theory  of  the  unproductiveness  of  such  services  which 
we  criticised  previously  with  this  circumstance. 

The  real  income  relates  expressly  to  a  certain  period 
of  time.  The  amount  of  the  services  and  material  goods 
which  pass  from  production  to  consumption  can  only  be 
assigned  in  relation  to  a  shorter  or  longer  period  of  time.  T-* 
We  may,  for  instance,  take  the  period  of  a  year,  and 
speak  of  the  year’s  income. 

The  real  income  of  a  stationary  economy — calculated 
annually,  let  us  say — can  only  be  maintained  on  con¬ 
dition  that  the  productive  process  continues  unchanged. 

But  this  unvarying  continuance  ot  the  productive  process 
to  keep  up  the  existing  real  capital  is  by  no  means  a 
mechanical  necessity.  It  requires  that  production  be 
regulated  in  that  sense.  From  this  point  of  view  the 
entire  stationary  economy  is  the  outcome  of  a  deliberate 
decision  of  the  members  of  the  economy.  Hence  the 
1  3 
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requisite  conditions  of  the  continuance  of  a  definite  and 
constant  real  income  are  as  follows:  . 

1.  The  existence  of  land  and  natural  materials  in 
certain  quantities. 

2.  The  existence  of  a  certain  real  capital. 

3.  Such  management  of  the  process  of  production 
that  the  real  capital  shall  remain  constant. 

4.  A  certain  annual  amount  of  work  done. 

§  6.  The  Steadily  Progressive  Economy. 

The  stationary  economy  is  the  first  abstraction  that  it 
is  useful  to  study  in  order  to  make  clear  certain  funda¬ 
mental  processes  of  every  economy.  There  are,  however, 
certain  very  important  phenomena  in  an  economy  in 
general  which  do  not  appear  in  a  stationary  economy; 
they  are  essentially  connected  with  progress,  and  can 
therefore  only  be  observed  in  a  progressive  economy. 
We  now  turn  to  the  consideration  of  the  progressive 
economy,  but  it  is  still  necessary  to  make  the  very  simplest 
assumptions  the  basis  of  our  inquiry. 

First  we  have  to  settle  what  we  mean  by  “  progress.” 
We  give  the  word,  in  harmony  with  the  whole  of  our 
economic  terminology,  an  entirely  impartial  meaning,  as 
purely  quantitative  as  is  possible.  Whether  a  quantitative 
expansion  of  the  economy,  in  particular  of  production, 
can  be  recognised  as  real  progress  from  an  ethical  and 
aesthetic  point  of  view  is  an  interesting  question,  of  great 
practical  importance,  but  it  does  not  come  within  the 
sphere  of  theoretical  economics,  and  so  it  is  not  con¬ 
sidered  here.  It  is  advisable  to  make  this  principle,  this 
restriction  of  the  work  we  have  to  do,  quite  clear  from 
the  start.  Progress  is  taken  here  only  in  the  quantitative 
sense  as  a  movement  that  takes  the  form  of  an  increased 
production. 

A  general  cause  of  progress  in  this  sense  is  the  increase 
of  population.  If  wants  are  to  be  satisfied  to  the  same 
extent  in  an  increased  population,  it  is  clear  that  there 
must  be  a  proportionate  increase  of  production.  It  is 
quite  conceivable  that  production  may  run  on  the  same 
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lines,  using  the  same  methods,  and  that  the  progress 
consists  merely  in  enlarging  the  volume  of  production 
proportionately  to  the  increase  of  population.  When 
the  population  is  stationary,  economic  progress  must 
result  in  increasing  the  production  per  head,  and  in 
an  improved  satisfaction  of  needs.  An  increase  of  this 
sort  can  perhaps  be  brought  about  to  a  certain  extent 
by  raising  the  proportion  of  work  done  by  each  person; 
but  the  possibilities  of  this  are  clearly  very  limited. 
Steady  progress  with  a  stationary  population  is  only 
possible  by  constant  improvements  in  the  methods  of 
production.  In  that  case  the  entire  productive  process, 
and  in  most  cases  the  character  of  the  satisfaction  of 
wants,  are  constantly  changing.  Progress  is  then  a  rather 
complex  phenomenon,  and  our  simplifying  assumption 
of  uniformity  of  progress  meets  with  certain  difficulties, 
at  least  in  the  present  stage  of  our  inquiry.  If  we  want 
to  consider  the  simplest  possible  form  of  economic  pro¬ 
gress,  we  must  take  a  case  in  which  production  continues 
on  the  same  lines,  with  the  same  amount  of  work  from 
each  person,  and  is  only  increased  in  proportion  to  the 
growth  of  population.  If  we  further  suppose  that  the 
increase  of  population  is  itself  constant,  we  have  the 
simplest  case  of  an  evenly  progressive  economy.  Given 
the  annual  percentage  of  growth  of  the  population,  it 
must  be  taken  as  a  measure  for  the  total  increase  of  the 
economy,  and  we  may  speak  of  a  definite  percentage  of 
progress  as  characteristic  of  that  economy. 

If  the  production  is  to  increase  at  this  annual  rate, 
it  is  clear  that  the  real  capital  of  the  economy  must 
increase  at  the  same  rate.  Since  the  real  capital  remains 
unchanged  as  regards  its  relative  constituents  the  increase 
is  to  be  conceived  as  a  uniform  advance  in  the  volume 
of  each  of  its  constituents.  It  is  only  by  a  growth  of 
this  kind  that  the  real  capital  can  keep  pace  with  the 
increase  of  working  individuals  and  the  proportionate 
increase  in  demands  for  the  satisfaction  of  needs.  This 
increase  of  real  capital  is,  of  course,  only  possible  if  pro¬ 
duction  is  directed  to  that  purpose.  Hence  the  productive 
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process  in  the  evenly  progressive  economy  we  are  con¬ 
sidering  has  three  different  tasks,  namely: 

1.  The  maintenance  of  the  real  capital  at  its  actual 
amount. 

2.  The  increase  of  the  real  capital  by  a  certain  per¬ 
centage  every  year. 

3.  The  supplying  of  the  needs  of  consumers  in  pro¬ 
portion  to  the  increase  in  their  numbers. 

Since  the  absolute  annual  increase  of  the  real  capital, 
being  an  invariable  ratio  of  the  existing  real  capital, 
clearly  increases  in  the  same  proportion  as  the  real 
capital  itself,  these  three  requirements  make  steadily 
increasing  demands  on  production,  and  production  is 
distributed  in  a  fixed  ratio  between  the  three  tasks.  And 
as  the  various  means  of  production  are  not  directly  com¬ 
parable  in  a  quantitative  sense,  the  principle  can  only 
be  accurately  stated  by  saying  that  the  quantity  of  the 
productive  forces  devoted  to  each  of  the  three  main 
objects  of  production,  which,  on  our  assumption,  remains 
unaltered  in  its  relative  constituents,  must  increase  at 
the  same  rate  as  the  general  progress. 

Thus  in  our  progressive  economy  the  means  of  pro¬ 
duction  at  any  given  time  are  more  abundant  than  they 
need  to  be  to  meet  the  wants  of  that  particular  time.  We 
may,  therefore,  assume  that  at  any  given  moment  the 
use  of  the  existing  means  of  production  would  give  a 
fuller  satisfaction  of  actual  wants  or,  if  the  satisfaction 
of  wants  is  unchanged,  permit  shorter  working  hours 
or  a  reduction  of  the  demands  upon  the  exertions  of 
individuals.  Hence  the  application  of  a  certain  proportion 
of  the  means  of  production  to  the  steady  increase  of  the 
real  capital  implies  a  sacrifice ,  and  this  takes  the  form  of 
a  restriction  of  the  otherwise  possible  satisfaction  of 
wants,  or  else  an  increase  of  the  exertions  of  individuals 
beyond  what  is  necessary  for  the  actual  satisfaction  of 
their  wants.  This  restriction  of  the  satisfaction  of  wants, 
which  makes  possible  a  production  of  real  capital  for  the 
purpose  of  increasing  the  existing  supply  of  real  capital, 
is  called  saving.  The  increase  of  real  capital,  for  which 
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productive  forces  are  set  free  by  saving,  is  known  as  the 
formation  of  capital  in  the  concrete  sense. 

The  necessity  of  saving  and  of  producing  capital  is, 
like  all  the  facts  and  processes  dealt  with  in  this  chapter, 
entirely  independent  of  the  type  of  organisation  of  the 
economy,  and  is  therefore  found  in  every  progressive 
economy.  In  a  self-contained  agricultural  economy,  for 
instance,  progress  is  only  possible  if  individual  exertions 
and  other  means  of  production  (such  as  horses)  are  with¬ 
drawn  from  the  immediate  satisfaction  of  needs,  and 
used  for  the  augmentation  of  real  capital — raising  new 
buildings,  for  instance,  or  breaking  up  new  land.  Thus 
the  condition  of  progress  is  a  restriction  of  the  possible 
satisfaction  of  wants,  or  an  effort  beyond  what  is  actually 
required  for  the  satisfaction  of  wants;  in  other  words, 
saving,  and  the  application  of  the  productive  forces  thus 
spared  to  the  production  of  real  capital  or  the  forming 
of  capital  in  the  concrete  sense.  The  processes  here  are 
essentially  the  same  as  the  corresponding  processes  in  a 
modern  economy  comprising  a  whole  country  or  even  the 
whole  world. 

It  may  be  said  that  even  in  a  stationary  economy 
there  must  be  a  certain  sacrifice  in  order  to  devote  a 
sufficient  quantity  of  the  productive  forces  to  the  main¬ 
tenance  of  the  real  capital  unchanged  in  amount  and 
character.  If  this  were  not  necessary,  there  would  un¬ 
questionably  be  productive  forces  set  free  which  would 
permit  at  the  time  a  more  generous  satisfaction  of  wants. 
The  farmer,  for  instance,  acts  in  that  way,  when  he  gives 
his  whole  resources  to  the  current  needs  of  his  life,  and 
has  no  time  to  keep  his  buildings  in  good  order.  That  is 
how  the  various  States  have  acted  in  the  Great  European 
War:  productive  forces  were  set  free  for  the  purposes 
of  the  War  by  neglecting  the  current  maintenance  of 
fixed  real  capital  (buildings,  railways,  rolling  stock, 
ships,  etc.)  and  failing  to  replace  the  circulating  real 
capital  (stores  of  material,  cattle,  etc.)  which  was  used  up. 
In  the  long  run  such  an  economy  must  become  poorer, 
with  less  means  to  satisfy  its  wants.  The  use  of  the 
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productive  forces  by  which  real  capital  is  kept  constant 
and  the  impoverishment  of  the  economy  is  avoided,  may 
not  be  called  “  saving  ”  in  the  ordinary  use  of  language; 
but  it  is  clearly  an  operation  of  the  same  nature  as  the 
saving  which  leads  to  a  real  increase  of  capital.  Ad¬ 
ministering  an  economy  in  this  way  may  in  some  cir¬ 
cumstances  make  very  great  demands  on  self-control 
and  regard  for  the  future.  However,  in  order  to  fix  the 
idea  of  saving  in  the  economic  sense  we  must  keep  within 
the  limits  already  assigned.  Saving,  in  the  proper  sense 
of  the  word,  begins  with  the  augmentation  of  capital. 

Saving,  as  we  conceive  it,  consists  in  a  certain  alloca¬ 
tion  of  the  means  of  production.  This  conception  of 
saving  is  necessarily  connected  with  the  continuous 
economy  which  is  at  the  basis  of  all  our  inquiries.  But 
we  often  find  a  different  idea  of  saving.  According  to 
this,  saving  is  a  certain  withdrawal  from  use  of  a  stock 
of  finished  goods,  and  these  are  generally  thought  of 
as  consumable  goods;  in  other  words,  a  certain  disposal 
of  a  given  quantity  of  articles  of  consumption  in  virtue  of 
which  some  of  them  may  be  used  and  others  “  saved  ” 
— that  is  to  say,  reserved  for  future  consumption.  This 
sort  of  saving  is,  of  course,  always  necessary  when  there 
is  a  stock  of  consumable  goods  which  must  last  a  certain 
time.  The  use  of  the  stock  must  be  more  or  less  evenly 
distributed  over  the  whole  period.  This  is  particularly  the 
case  in  regard  to  the  harvest,  for  instance.  The  concep¬ 
tion  of  production  which  we  criticised  at  the  beginning 
of  §  4,  which  follows  from  beginning  to  end  the  technical 
process  by  which  the  individual  article  is  created,  may  find 
it  natural  to  direct  attention  in  the  study  of  consump¬ 
tion  mainly  to  the  stock  of  the  article  created  by  this 
productive  process  and  to  the  gradual  consumption  of  it, 
and  so  give  prominence  to  the  disposal  of  the  existing 
supplies  of  finished  goods.  But  if  the  economy  is  con¬ 
ceived,  as  we  conceive  it,  as  a  continuous  process  with 
essentially  the  same  form  and  content  at  all  times,  it 
is  not  so  important  to  consider  the  existing  supplies  of 
finished  goods;  because  in  the  continuous  economy  the 
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result  of  the  production  is  a  steady  stream  of  finished 
goods,  passing  at  once  into  consumption,  not  the  creation 
of  a  definite  stock  of  goods  that  will  afterwards  be  con¬ 
sumed  during  a  long  space  of  time.  The  importance  of 
the  small  supplies  of  finished  goods  that  may  happen  to 
exist  in  the  continuous  economy  is  slight  in  comparison 
with  the  constant  stream  of  such  goods,  the  maintenance 
of  which  is  assured  by  production.  This  is  particularly 
the  case  under  modern  conditions  of  production  and 
transport.  In  these  circumstances  a  determinate  regula¬ 
tion  of  consumption  can  only  be  conceived,  in  the  main, 
as  a  regulation  of  the  available  means  of  production.  On 
this  conception  there  is  nothing,  in  the  concrete  sense, 
that  is  being  saved;  as  there  is  when  saving  is  regarded 
as  a  non-consuming  of  an  accumulated  store  of  finished 
goods.  The  finished  goods  which  are  not  consumed  in 
the  continuous  and  properly  balanced  economy,  in  con¬ 
sequence  of  a  deliberate  restriction  of  the  satisfaction  of 
wants,  are  not  produced  at  all.  There  is  thus  no  concrete 
object  to  save  in  the  sense  of  not  using. 

On  the  view  that  saving  is  a  non-consumption  of  a 
store  of  finished  goods,  the  formation  of  capital  in  the 
concrete  sense  requires  some  special  explanation.  It  is 
clearly  not  possible  to  augment  the  existing  real  capital 
by  cutting  down  consumption.  The  concrete  formation 
of  capital  is  on  this  view  of  saving  regarded  as  an  accumu¬ 
lation  in  advance  of  a  store  of  material  goods  which  may 
later  be  used  in  production  to  maintain  those  engaged  in 
it,  especially  the  ordinary  wage-earners,  perhaps  also  in 
the  shape  of  material  or  tools.*  This  way  of  looking  at 
the  matter  is,  however,  entirely  alien  to  the  essential 
features  of  the  continuous  economy.  In  a  continuous  and 
properly  balanced  economy  there  is,  on  the  whole,  no 

*  “  A  stock  of  different  goods,”  says  Adam  Smith,  “  must  be  stored 
up  somewhere  sufficient  to  maintain  him  [the  labourer],  and  to  supply 
him  with  the  materials  and  tools  of  his  work  ”  ( Wealth  of  Nations,  Book  II., 
Introduction).  Jevons  considers  the  means  of  sustenance  of  the  worker 
the  one  form  of  capital:  “  Capital  consists  merely  in  the  aggregate  of  those 
commodities  which  are  required  for  sustaining  labourers  of  any  kind  or 
class  engaged  in  work  ”  ( Theory  of  Political  Economy ,  p.  242), 
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accumulation  of  a  stock  of  finished  goods,  and  no  accumu¬ 
lation,  in  the  above  sense,  of  materials  and  tools  for  use 
later:  at  a  given  moment  there  are  no  idle  stores  of  goods 
which  have  been  accumulated  as  a  preparation  for  a 
future  process  of  production.  The  continuous  economy 
has,  as  we  have  previously  shown,  a  real  capital  which  is, 
normally,  always  employed.  This  real  capital  is  in  a 
progressive  economy  steadily  augmented  by  production; 
but  the  various  commodities  which  are  thus  gradually 
added  to  it  are  not  normally  stored  for  the  purpose  of  a 
productive  process  which  is  to  begin  in  the  future.  They 
at  once  enter  upon  their  various  functions  as  real  capital, 
and  are  consumed,  or  worked  up,  or,  if  they  are  durable, 
kept  working.  Hence  the  representation  of  the  formation 
of  capital  in  the  concrete  sense  as  an  accumulation  of 
goods  reserved  for  future  purposes  gives  a  wrong  idea  of 
the  essential  processes  of  the  continuous  economy. 

In  the  evenly  progressive  economy  the  regulation  of 
production  in  general,  and  the  distribution  of  the  pro¬ 
ductive  forces  amongst  the  three  different  main  objects 
of  production,  are  invariable.  Hence  there  is  always 
the  same  relative  quantity  of  the  means  of  production, 
or  an  absolute  quantity  which  steadily  increases  with  the 
general  percentage  of  progress,  devoted  to  the  augmen¬ 
tation  of  real  capital.  Saving  is  then  a  continuous 
process  which  grows  in  proportion  to  the  progress  of  the 
economy,  and  has,  therefore,  always  the  same  significance 
in  the  economy.  On  the  earlier  theory  of  saving,  this 
proposition  was  very  difficult  to  understand.  If  a  stock 
of  goods  was  saved,  it  had  sooner  or  later  to  be  used. 
A  continuous  saving  always  increasing  in  extent  and  at 
the  same  rate  without  restriction  of  time  must  seem 
impossible  on  such  a  theory.  Both  in  science  and  in 
popular  literature  we  still  often  find  it  said  that  there 
cannot  possibly  be  an  indefinite  saving  (that  is  to  say, 
“  storing  of  goods  ”)  on  the  part  of  the  entire  community. 
It  is  undeniable  that  these  ideas  have  had  a  considerable 
influence  on  the  appreciation  of  saving  and  on  economic 
theory  generally.  It  is,  therefore,  very  important  that 
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the  real  character  and  function  of  saving  in  a  continuous 
economy  should  be  made  quite  clear.  A  saving  that  is 
not  only  continuously  maintained,  but  increases  at  the 
same  pace  as  production,  is  not  only  quite  possible,  but 
is  an  absolutely  necessary  condition  of  equable  progress 
in  any  economy.  It  is  only  by  saving  in  this  sense  that 
there  can  be  a  formation  of  capital  which  increases  in  the 
same  percentage  as  the  general  progress,  and  therefore 
an  equable  augmentation  of  the  total  real  capital  and  a 
production  and  satisfaction  of  wants  in  the  same  pro¬ 
portion. 

The  idea  of  real  income  must  be  enlarged  in  the  case 
of  a  progressive  economy.  In  this  case  the  real  income 
must,  in  conformity  with  the  general  usage  of  words,  be 
defined  as  the  sum  of  the  real  income  that  is  consumed 
and  the  increase  of  the  real  capital  during  the  relevant 
period  of  income.  The  first  part  of  this  sum  must,  in  a 
progressive  economy,  be  taken  as  the  quantity  of  services 
and  material  goods  which  the  progressive  production 
supplies  to  the  members  of  the  community  during  the 
income-period  for  the  direct  satisfaction  of  their  wants. 
The  second  part  corresponds  to  the  community’s  con¬ 
crete  formation  of  capital.  In  the  evenly  progressive 
economy  the  real  income  increases  like  its  two  parts, 
consumption  and  the  formation  of  capital,  at  the  same 
general  rate  as  that  of  the  whole  economy. 

It  follows  from  what  we  have  said  that  for  the  main¬ 
tenance  of  an  income  advancing  in  this  way  it  is  necessary 
that  the  formation  of  capital  shall  advance  in  the  same 
way:  that  the  productive  forces  shall  be  so  distributed 
amongst  the  various  productive  tasks  as  to  ensure  this 
formation  of  capital.  This  distribution  of  the  productive 
forces  represents,  side  by  side  with  the  individual  efforts 
of  the  productive  workers,  the  continuous  activity 
that  is  needed  to  sustain  the  progressive  economy. 
Moreover,  the  existence  of  a  certain  real  capital  at  the 
start — and  any  particular  moment  may  be  taken  as  the 
starting-point — must  be  regarded  as  a  necessary  condition 
of  this  economy. 
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Saving,  as  we  saw,  always  implies  a  sacrifice,  which  is 
made  for  the  sake  of  progress.  In  the  special  carsevof  a 
progressive  economy,  which  we  are  mainly  considering 
here,  where  progress  merely  consists  in  an  enlargement 
of  the  economy  at  the  same  rate  as  the  enlargement  of 
the  population,  the  sacrifice  of  saving  is  simply  made  for 
this  increase  of  the  population.  This  is  interesting  in  so 
far  as  it  shows  that  the  growth  of  population  costs  some¬ 
thing  more  than  the  bearing  and  rearing  of  those  children 
which  make  up  the  increment  of  population.  If  the  satis¬ 
faction  of  the  individual’s  needs  is  to  be  kept  at  a  certain 
level,  the  real  capital  must  increase  at  the  same  rate  as  the 
population,  and  for  this  purpose  a  certain  proportion 
of  the  existing  productive  forces  must  be  used.  Pri¬ 
marily,  and  generally,  this  means  the  building  of  new 
houses  for  the  newcomers;  but  under  modern  conditions 
it  also  means  equipping  the  economy  with  means  of 
transport,  factories,  machinery,  etc.,  in  proportion  to  the 
growth  of  population.  The  productive  forces  that  are 
used  for  this  augmentation  of  real  capital  are  withdrawn 
from  the  satisfaction  of  current  wants,  and  therefore  this 
satisfaction  of  wants  will  at  any  moment  be  scantier  than 
it  need  be  if  there  were  no  increase  of  population. 


CHAPTER  II 

THE  EXCHANGE  ECONOMY 


§  7.  Exchange  Economy  and  Monetary  Economy. 

IN  the  course  of  our  inquiry  it  is,  as  we  said,  always 
assumed  that  the  economy  is  complete — that  is  to  say, 
that  all  the  economic  processes  take  place  within  the 
economy,  or,  in  other  words,  that  the  economy  is  extern¬ 
ally  isolated  and  self-contained.  This  is  essentially  true 
of  the  old  type  of  family  economy,  or  “  self-supporting 
economy,”  which  survived  on  country  estates,  largely 
even  in  Europe,  into  the  nineteenth  century.  But  in 
proportion  as  these  distinct  households  entered  into 
relations  with  each  other,  in  order  to  exchange  their 
superfluous  products  and  so  satisfy  their  needs  more  com¬ 
pletely  and  with  greater  variety,  and  still  more  in  propor¬ 
tion  as  individuals  devoted  themselves  to  special  pursuits 
and  contributed  their  services  or  products  to  the  house¬ 
hold  in  exchange  for  its  products,  the  self-containedness 
of  the  household  disappeared.  The  earlier  type  of 
household  was  restricted  more  and  more  to  purely 
agricultural  production.  It  was  transformed  into  an 
economy  which  could  no  longer  completely  meet  its 
wants  by  its  own  production,  and  therefore  became  a 
part  of  a  larger  economic  unit.  This  larger  economic 
unit  consists,  wherever  the  development  is  complete, 
of  a  certain  group  of  individual  economies  which  enter 
into  economic  relations  with  each  other,  and  meet  their 
needs  by  co-operation  and  the  mutual  exchange  of 
services  and  products.  A  community  of  this  type  is  an 
exchange  economy.  This  is  itself  a  self-contained  and 
complete  economy,  when  it  has  no  relations  with  other 
economies  outside  it.  If  we  want  to  make  a  theoretical 
study  of  the  processes  of  an  exchange  economy,  we  must, 
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clearly,  take  a  complete  economy  of  this  sort.  To  this 
as  a  whole  we  may  then  apply  all  that  was  said  •in  the 
previous  chapter  about  the  complete  or  self-contained 
economy. 

The  mutual  dependence  of  the  various  separate 
economies  admits  of  degrees.  Historical  development 
has  only  gradually  brought  them  together  in  a  larger 
system.  The  various  branches  of  production  which  were 
part  of  the  old  household  were  successively  removed  from 
it,  and  were  entrusted  to  specialised  and  professional 
production.  Contemporaneously  with  this,  there  has 
been  a  shrinkage  of  the  individual  household,  in  the  sense 
that  the  labour-forces  of  it  which  were  rendered  super¬ 
fluous  by  professional  manufacture  were  withdrawn  from 
it  and  drafted  into  the  new  trades.  The  result  of  this 
up  to  the  present  has  been  an  individual  economy  con¬ 
sisting  only  of  the  family  circle  in  the  modern  very 
restricted  sense  of  the  word,  confining  its  work  to  the 
last  stages  of  preparing  things  for  the  satisfaction  of 
wants  and  obtaining  the  means  to  satisfy  its  wants  by 
sharing  in  the  general  organised  production.  From  this 
point  of  view  the  modern  household  may  be  called  a 
“  consumptive  economy.”  The  older  type  of  household 
is  now,  as  we  said,  only  found  in  the  country,  and 
has  itself  increasingly  specialised  on  agriculture  in  the 
professional  sense,  seeking  the  means  to  satisfy  its  needs 
by  raising  agricultural  produce  for  sale.  In  agricultural 
districts  the  productive  economy  is  still  more  or  less 
identical  with  the  consumptive  economy,  though  at 
least  on  large  estates  there  is  a  clear  division  between 
the  consumptive  economy  and  professional  agriculture. 

In  an  exchange  economy  conducted  on  these  lines, 
production  is  mainly  organised  in  independent  trades 
separated  from  the  private  consumptive  economies. 
Labour  is  for  the  greater  part  absorbed  in  these  trades. 
Personal  exertions  are,  however,  also  made  directly  for 
consumptive  purposes  in  domestic  service  and  by  the 
free  professions.  Between  the  various  productive  trades, 
each  of  which  effects  only  a  partial  production,  there  is 


THE  ECONOMIC  DEVELOPMENT  45 

such  co-operation  that  the  production  is  carried  as  far 
as  the  ultimate  satisfaction  of  wants.  From  production 
thus  organised  there  flows  a  steady  stream  of  products 
and  services  to  the  consumers.  The  latter  obtain  the 
goods  in  exchange  for  their  co-operation  in  the  produc¬ 
tive  process,  or  for  services  which  they  render  in  virtue 
of  their  possessions.  Organised  production  of  this  sort 
is  called  social ,  because  it  only  becomes  a  self-contained 
and  complete  productive  process  by  the  organised  co¬ 
operation  of  a  society.  No  individual  economy  can  main¬ 
tain  itself  in  such  an  organisation.  Every  man  depends 
essentially  or  completely  upon  the  social  production  for 
the  satisfaction  of  his  wants;  but  he  has  to  pay  for  what  he 
receives  from  it. 

The  tendency  of  the  development  was,  therefore, 
to  make  the  individual  household  more  and  more  depend- 
dent  upon  the  general  economy,  and  thus,  steadily  in¬ 
crease  the  importance  of  the  latter.  But  this  develop¬ 
ment,  which  has  so  thoroughly  altered  the  aims  of  the 
individual  household,  has,  nevertheless,  left  its  economic 
interest  essentially  undisturbed.  Its  economic  activity 
consists,  as  is  the  case  with  every  economy,  in  so  regulating 
consumption  as  to  get  the  most  complete  possible  satis¬ 
faction  of  wants  with  the  available  resources  and  in 
endeavouring  to  get  ail  the  resources  it  can  for  the 
purpose.  In  this  respect  the  separate  households  pursue 
their  own  ends,  and  are  therefore  independent  units  of 
the  larger  general  economy. 

By  the  continual  and  organised  exchange  of  services 
and  products  the  wants  of  all  the  members  of  the 
community  are  met,  more  or  less  completely.  The 
total  economy  may  from  this  point  of  view  be  called  a 
social  economy,  or,  if  we  want  to  emphasise  the  funda¬ 
mental  importance  of  exchange  in  it,  an  exchange  economy. 
The  economy  of  a  modern  nation  is  essentially  a  social 
economy  of  this  nature  based  upon  the  principle  of 
exchange,  or  an  exchange  economy.  When  we  want  to 
indicate  such  an  economy  of  a  nation  as  a  unit,  we  call 
it  a  “  national  economy.” 
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This  organisation  of  society  on  a  basis  of  exchange 
necessarily  presupposes  a  more  or  less  extensive  private 
ownership.  At  least  one’s  own  work,  and  what  one 
gets  for  it,  must  be  private  property.  It  is  of  the  very 
essence  of  exchange  that  it  shall  be  a  free  act.  As  ex¬ 
change  is  first  and  foremost  an  exchange  of  work  for  goods 
for  consumption,  it  is  one  of  the  essentials  of  the  exchange 
economy  that  there  shall  be  a  free  choice  of  employment, 
of  the  extent  and  nature  of  one’s  work,  and  of  the  kind 
of  consumption  one  prefers.  The  closer  study  of  the 
significance  and  consequences  of  these  two  freedoms  and 
the  conditions  in  which  they  are  to  be  exercised  are,  it 
is  not  too  much  to  say,  the  nucleus  of  the  theory  of  the 
exchange  economy. 

Freedom  to  choose  one’s  kind  of  consumption  is, 
from  this  point  of  view,  the  fundamental  assumption 
of  the  following  chapters  of  this  Book;  and  the  meaning 
of  the  liberty  to  choose  one’s  work  will  be  further  con¬ 
sidered  in  the  Second  Book,  especially  in  the  last  chapter 
of  it. 

In  the  exchange  economy  production  is,  as  we  saw, 
almost  entirely  effected  by  a  productive  process  based 
upon  exchange.  The  residual  productive  activity, 
which  the  individual  does  for  himself,  is  relatively  so 
insignificant  that  we  may  ignore  it  here,  and  consider  the 
productive  activity  only  in  so  far  as  it  falls  within  the 
processes  of  the  exchange  economy.  This  means  that  we 
regard  production  as  complete  at  the  point  at  which  the 
products  pass  into  the  sphere  of  consumption.  From 
this  we  get  a  corresponding  limitation  of  the  idea  of  real 
capital.  In  what  follows  we  shall  take  real  capital  to  be 
only  those  produced  material  goods  which  are  found  in 
the  productive  process,  as  thus  restricted. 

In  regard  to  those  durable  goods  which  directly  yield 
utilities  for  the  satisfaction  of  wants,  it  may  at  times  be 
doubtful  whether  they  ought,  or  ought  not,  to  be  in¬ 
cluded  amongst  the  goods  in  the  productive  process.  In 
answering  the  question  we  have  to  notice  whether  the 
durable  good  yields  its  utilities  with  the  co-operation  of 


DURABLE  GOODS  47 

other  factors  or  not.  Our  clothes,  for  instance,  are 
durable  goods,  but  they  satisfy  our  wants  directly,  with¬ 
out  the  intervention  of  other  productive  forces.  It  is 
otherwise  with  tramways,  for  instance.  They  perform 
the  service  of  meeting  personal  wants,  but  they  require 
the  co-operation  of  the  power-station,  the  tramway 
employees,  and  so  on.  We,  therefore,  regard  the  tram¬ 
ways  as  goods  belonging  to  the  productive  process,  but 
not  our  clothing.  It  is  not  so  easy  to  decide  in  the  case 
of  houses.  It  should,  however,  be  clear  that  large 
tenements,  in  which  the  individual  user  rents  a  dwelling, 
must  be  regarded  as  belonging  to  production.  The 
owner  provides  certain  services.  He  gives  the  use  of 
his  house  for  a  certain  time  for  rent.  It  is  only  the  use 
of  the  house  that  comes  under  the  head  of  the  direct 
satisfaction  of  wants.  Between  the  construction  of  the 
house  and  this  use  of  it  there  is  a  not  inconsiderable 
activity,  the  essential  side  of  which  we  shall  have  to  leave 
for  later  consideration  (§  22) ;  but  it  includes  things  which 
must  be  noticed  here,  such  as  supervision  and  main¬ 
tenance,  and  possibly  the  lighting  of  the  stairs  and  heat. 
Where  the  owner  of  a  private  house  undertakes  these 
things  himself,  they  are,  perhaps,  best  conceived  as 
productive  activities  that  lie  outside  the  consumptive 
economy.  We  must,  therefore,  decide  to  include 
dwelling-houses  generally  amongst  the  durable  goods  in 
the  productive  process. 

When  there  is  exchange,  it  becomes  necessary  to 
consider  how  much  of  each  of  the  goods  to  be  exchanged 
shall  be  given.  In  other  words,  there  must  be  a  valua¬ 
tion  of  the  goods.  This  valuation  will  obviously  be 
much  simplified  if  it  becomes  customary  to  reckon  the 
value  of  all  goods  in  terms  of  one  particular  good.  We 
find,  as  a  matter  of  fact,  that  this  custom  has  generally 
spread  contemporaneously  with  the  spread  of  exchange. 
Wherever  exchange  has  become  so  general  that  we  may 
speak  of  an  exchange  economy,  it  is  the  custom  to  value 
all  commodities  in  terms  of  a  common  good. 

An  article  that  has  this  function  of  common  measure 
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in  the  valuation  of  other  goods  is  called  money.  The 
primary  and  fundamental  function  of  money  is,  in  fact, 
to  serve  as  the  basis  of  a  scale  of  reckoning,  on  which  the 
valuations  of  the  exchangeable  goods  can  be  effected. 
Once  the  use  of  money  has  been  established,  all  economic 
goods  are  valued  on  such  a  scale  of  reckoning — that  is  to 
say,  in  money.  The  exchange  may  still  be  direct,  but  the 
valuation  of  the  amounts  of  goods  to  be  exchanged  for 
each  other  is  effected  by  the  mediation  of  money.  How¬ 
ever,  a  real  exchange  economy  practically  requires  the 
development  of  an  indirect  exchange  by  the  use  of  a 
generally  recognised  medium  of  exchange.  The  function  of 
the  medium  of  exchange  and  of  the  substratum  of  the  scale 
of  reckoning  are,  clearly,  essentially  different  functions, 
and  they  may  be  discharged  by  different  commodities. 
Both  functions  are,  however,  commonly  described  as 
monetary  functions. 

In  the  following  theoretical  considerations,  relatively 
to  the  exchange  economy  in  general,  we  shall  regard 
money  merely  in  its  function  as  a  common  scale  of 
reckoning  in  all  economic  valuations.  This  does  not 
mean  that  the  eventual  actual  use  of  the  monetary  article 
as  a  material  means  of  exchange  has  no  special  economic 
significance.  There  is  such  a  significance,  but  the  study 
of  it  is  part  of  the  special  theory  of  money,  and  it  must 
be  deferred  to  the  Third  Book.  There  we  shall  deal 
fully  with  the  development  of  money,  which  we  merely 
mention  here,  as  well  as  with  the  function  and  nature  of 
money. 

When  money  is  used  as  a  scale  of  reckoning,  the  acts 
of  exchange  are  replaced  by  acts  of  buying  and  selling. 
The  seller  hands  over  the  good:  the  buyer  undertakes  to 
pay  a  certain  sum  of  money  for  it.  How  he  discharges 
this  obligation  will  be  shown  in  the  theory  of  money. 
The  amount  of  money  that  is  paid  for  an  article  is  called 
its  price.  The  more  developed  the  exchange  economy 
is,  the  more  frequent  buying  and  selling  become,  and 
the  larger  is  the  group  of  the  economic  goods  that 
are  included  in  trade.  As  prices  are  consequently 


THE  MONETARY  ECONOMY  49 

fixed  for  most  economic  goods,  those  who  are  concerned 
generally  know  approximately  what  price  must  be  paid 
at  a  particular  time  for  a  particular  article,  and  thus, 
as  the  economy  develops,  the  general  custom  is  gradually 
established  of  valuing  economic  goods  in  money.  This 
custom  in  turn  facilitates  the  exchange  of  goods.  The 
valuation  of  goods  in  money  is,  therefore,  an  aspect  of 
the  exchange  economy  that  increases  in  importance  with 
its  development.  If  we  want  to  emphasise  this  aspect, 
we  call  the  exchange  economy  a  monetary  economy. 

The  economic  development  is  often  represented  as  if  an 
exchange  economy  based  only  on  direct  exchange,  without 
the  use  of  money,  preceded  the  monetary  economy,  which 
is  then  represented  as  a  different,  independent,  and 
higher  development.  This  view  has,  as  we  shall  see  in 
the  Third  Book,  no  support  in  the  historical  facts.  On  the 
contrary,  careful  inquiry  shows  that  the  development 
of  money  has  always  kept  pace  with  the  development 
of  the  exchange  economy;  that  the  exchange  of  goods 
and  the  use  of  money  have  mutually  helped  each  other  at 
every  stage;  and  that  the  development  of  a  co-ordinated 
monetary  system  of  the  modern  type  almost  coincides 
with  the  definitive  establishment  of  the  general  exchange 
economy.  There  has  never  been  such  a  thing  as  an 
exchange  economy  of  any  degree  of  advancement,  a 
collective  economy  with  an  orderly  exchange  of  products 
between  independent  economic  units,  without  money. 
Hence  the  phrase  “  monetary  economy  ”  must  not  be 
taken  to  mean  something  different  from  the  exchange 
economy,  but  must  be  used  in  the  same  sense  as  “  ex¬ 
change  economy,”  though  with  special  stress  on  the 
significance  of  money  therein. 

In  economic  science  the  idea  that  the  monetary 
economy  was  preceded  by  a  “  pure  exchange  economy,” 
as  an  earlier  and  simpler  economic  type,  has  been  fatal. 
It  is  scarcely  possible  to  doubt  that  this  idea  is  responsible 
for  the  fact  that  economic  theory  has  felt  bound  to  deal 
with  the  procedure  of  an  imaginary  exchange  economy 
without  money  and  to  make  this  study  the  basis  of  the 
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entire  theoretical  structure.  This  practice  has  involved 
the  science  in  immense  difficulties,  and  thus  led  to 
innumerable  controversies  that  were  generally  futile. 
As  it  was  thought  necessary  to  study  the  factors  which 
regulate  the  exchange  of  goods  apart  from  money, 
prices,  or  valuations  of  the  goods  in  terms  of  money  on 
the  part  of  the  members  of  the  community,  could  not  be 
made  the  subject  of  investigation,  and  therefore  there 
could  be  no  precise  arithmetical  expression  of  the  valua¬ 
tion  of  the  goods.  The  very  vague  and  elastic  idea  of 
“  value  ”  was  used  instead.  Value  was  supposed  to  in¬ 
dicate  the  relative  economic  importance  of  the  articles, 
but,  precisely  because  there  was  no  arithmetical  standard 
of  this  importance,  the  idea  of  value  was  bound  to  be 
obscure,  and  could  never  have  the  precision  of  an 
arithmetically  expressed  idea  of  magnitude.  It  is  true 
that  recently  there  has  been  an  attempt  to  get  out  of 
the  difficulty  by  trying  to  measure  the  economic  impor¬ 
tance  of  goods  by  the  intensity  of  the  feeling  of  their 
necessity.  Some  would  construct  the  whole  of  economic 
theorv  on  such  fictions,  and  would  have  it  that  this 
“  subjective  theory  of  value  ”  is  a  great  advance  in 
economic  science.  But  the  complete  lack  of  arithmetical 
foundation,  though  the  theory  was  often  put  forward 
in  arithmetical  forms  and  formulae,  prevented  it  from 
having  the  intrinsic  solidity  which  we  require  in  a  scientific 
theory;  and  it  showed  at  the  same  time  what  the  essential 
defect  of  the  theory  was.  It  was  the  rejection  of  the 
standard  of  valuation  which  is  actuallv  used  in  economic 
practice,  the  exclusion  of  money  from  the  whole  investi¬ 
gation  of  the  exchange  economy.  Human  judgments 
of  value  are  of  their  very  nature  relative,  and  in  practice 
men  have  always  found  it  necessary  to  reduce  them  to  a 
common  measure — money.  In  practical  economic  life, 
as  we  shall  see  more  clearly  later,  the  emotional  intensity 
of  the  demand  is  only  considered  in  so  far  as  it  enters  into 
money  valuations.  This  ought  to  fix  the  limits  of 
economic  science;  it  can  consider  subjective  economic  ele¬ 
ments  only  as  they  are  manifested  in  monetary  valuations. 
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It  follows  from  this  that  a  special  theory  of  value 
is  at  least  quite  unnecessary  in  economic  science.  Every 
attempt  to  frame  such  a  theory  without  a  common 
measure  to  express  estimates  of  value  is  bound  to  encounter 
great  difficulties.  On  the  other  hand,  as  soon  as  such  a 
common  measure  is  introduced,  we  are  substantially 
dealing  with  money.  Values  are  then  replaced  by  prices, 
estimates  of  value  by  valuations  in  money.  We  have  a 
theory  of  prices  instead  of  a  theory  of  value.  From  this 
situation  we  must  conclude  that  the  whole  of  this  theory 
of  value  ought  to  be  excluded  from  economic  science. 
The  theoretical  exposition  of  the  exchange  economy 
must  include  money  from  the  start,  and  must  therefore 
be  essentially  a  theory  of  the  fixing  of  prices. 

It  will  be  found  that  this  makes  matters  very  much 
simpler.  We  shall  be  able  to  avoid  a  great  many  con¬ 
troversies  on  which  a  good  deal  of  futile  trouble  has  been 
expended.  We  shall  find  ourselves  in  a  position  to  emanci¬ 
pate  the  science  from  discussions  which  only  too  often 
have  degraded  it  into  the  worst  sort  of  scholasticism. 
This  radical  purification  is  absolutely  necessary  if  we  want 
to  direct  our  scientific  work  immediately  to  the  real  and 
assuredly  very  important  tasks  of  economic  theory. 

The  attempt  to  lay  the  foundations  of  economic 
theory  without  introducing  the  idea  of  money  was 
influenced  by  the  pedagogical  idea  that  so  difficult  a 
theme  as  the  nature  of  money  should  be  deferred  as 
long  as  possible,  not  treated  at  once  in  connection 
with  the  general  foundations.  We  will  take  this  idea  into 
account  here.  Money  shall,  as  we  said,  only  be  intro¬ 
duced  for  the  moment  as  a  scale  of  reckoning.  That 
economic  theory  sought  to  avoid  this  way  is  partly  due 
to  the  fact  that  the  relativity  and  mutability  of  every 
money  scale  were  noticed,  and  it  was  attempted  to  make 
economic  valuations  the  groundwork  of  the  theoretical 
exposition  of  the  economic  life  in  a  form  devoid  of  this 
relativity  and  mutability.  But  it  was  quite  fruitless.  The 
utmost  that  could  be  done  was  to  reduce  economic 
valuations  to  an  ideally  conceived  scale  of  money.  This, 
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however,  clearly  amounts  to  merely  postponing  to  a 
later  stage  the  question  how  the  money-scale  is  stabilised 
in  actual  life.  That  is  what  we  intend  to  do  here.  We 
merely  postulate  a  scale  of  reckoning  on  which  all  valua¬ 
tions  are  effected.  But  in  order  to  get  some  sort  of 
concrete  idea  of  the  monetary  economy  at  this  stage,  we 
may  conceive  the  reckoning  in  money  merely  as  book¬ 
keeping,  and  payments  in  money  as  entries  in  books. 
For  the  moment  we  must  ignore  the  existence  of  a  material 
money.  The  question  how  the  scale  of  reckoning  itself 
is  settled — how  prices  are  fixed  in  absolute  figures — must 
be  left  open,  and  reserved  for  the  special  theory  of  money. 

This  procedure  is  not  an  artificial  device,  but  is  really 
based  upon  the  nature  of  economic  science.  In  actual 
economic  life  all  the  various  phenomena  are  so  closely 
interwoven  that  it  is  impossible  to  isolate  one  of  them. 
Economic  science  must  be  guided  by  this  fact.  It  must, 
of  course,  consider  the  various  aspects  of  the  economy 
in  successive  chapters,  but  it  must  not  claim  that  such 
separate  inquiry  is  complete  in  itself.  A  division  of  eco¬ 
nomic  science  in  this  sense  is  impossible.  On  the  con¬ 
trary,  from  the  very  nature  of  the  case  each  separate 
inquiry  leaves  many  things  unexplained,  and  the  explana¬ 
tion  of  them  must  be  sought  in  another  chapter.  One 
cannot  have  a  comprehensive  knowledge  of  any  special 
economic  phenomenon  until  one  knows  the  science  as  a 
whole.  From  this  we  get  an  important  hint  for  the  study 
of  any  scientific  exposition  of  the  economic  life:  the  pupil 
must  read  such  a  work  twice.  It  is  only  when  the  first 
reading  has  given  him  some  knowledge  of  the  whole  that  he 
is  in  a  position  to  understand  the  several  parts  completely. 

In  turning,  therefore,  to  the  study  of  the  exchange 
economy,  we  will  from  the  start  regard  it  as  a  monetary 
economy.  The  first  thing  to  do  is  to  describe  the  facts 
and  processes  which  we  found  in  the  first  chapter  to  be 
characteristic  of  the  economy  in  general  in  the  form  which 
they  assume  in  the  monetary  economy.  This  shall  be 
the  task  of  the  next  section.  Then  we  will  go  on  to 
study  the  particular  phenomena  of  a  monetary  economy. 
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§  8.  Capital  and  Income  in  the  Monetary  Economy. 

When  the  custom  is  established  of  valuing  economic 
goods  in  terms  of  money,  the  things  which  we  have 
called  real  capital  are  regarded  mainly  from  the  point 
of  view  of  the  sum  of  money  for  which  they  can  be  bought 
or  sold.  They  are  conceived  as  the  representatives  at 
the  moment  of  this  sum  of  money,  and  the  abstract  sum 
of  money  itself  seems  to  business  people  generally  the 
essential  thing.  The  popular  use  of  words  calls  this  sum 
of  money  simply  “  capital.”  In  this  abstract  sense, 
therefore,  capital  is  a  sum  of  money  which  is  for  the  time 
being  incorporated  in  a  certain  concrete  real  capital,  but 
which  may  at  any  time,  by  selling  this  and  buying  some¬ 
thing  else,  assume  any  other  concrete  form  we  choose. 

However,  this  conception  of  capital  is  enlarged  for 
obvious  reasons,  and  in  two  different  ways.  Clearly  a 
piece  of  land  may  be  bought  for  the  sum  of  money  just 
as  well  as  a  piece  of  concrete  capital.  It  then,  from  the 
point  of  view  of  the  monetary  economy,  from  which 
capital  is  now  envisaged,  makes  no  difference  whether 
the  “  capital  ”  happens  to  be  represented  by  real  capital 
or  land.  On  this  view  the  “  capital  ”  is  substantially 
the  same  in  either  case.  In  the  next  place,  the  sum  of 
money  need  not  be  used  immediately  for  the  purchase 
of  a  material  object.  It  may  be  lent,  or  put  at  the 
disposal  of  other  individuals  in  some  other  way  on  certain 
conditions:  in  the  form,  for  instance,  of  a  loan,  shares 
in  a  company,  and  so  on.  The  “  capital,”  as  generally 
understood,  is  still  substantially  unchanged.  The  owner 
has  still  the  same  capital,  only  it  is  now  embodied  for  a 
time  in  a  claim,  a  share,  or  something  of  that  sort.  One 
consequence  of  this  extension  of  the  idea  of  capital  is 
that  the  liabilities  which  are  correlative  with  these  claims 
must  be  regarded  as  negative  capital,  and  must  be  taken 
into  account  in  estimating  the  total  capital  of  an  in¬ 
dividual  economy.  From  which  it  follows  that  the 
total  capital  may  be  negative:  when,  that  is  to  say,  the 
liabilities,  reckoned  in  money,  are  greater  than  the 
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positive  capital.  It  further  follows  that,  when  the  total 
capital  of  a  self-contained  exchange  economy  is  estimated, 
all  these  claims  and  liabilities  must  be  set  against  each 
other  and  omitted  from  the  total.  Hence  the  total 
capital  is  represented  entirely  by  the  real  capital  and 
land — in  other  words,  by  the  material  goods  in  the  process 
of  production. 

Moreover,  capital  may  be  used  for  the  purchase  of 
certain  rights — business  rights,  patent  rights,  etc. — 
without  making  any  material  difference  to  it.  These 
rights  differ  from  those  already  mentioned  in  so  far  as 
they  represent  a  positive  outcome  of  human  efforts; 
they  do  not  mean  merely,  as  claims  and  similar  rights  do, 
that  other  people  have  undertaken  corresponding  liabi¬ 
lities.  Hence  in  estimating  the  total  capital  of  a  self- 
contained  exchange  economy  they  will  not  disappear, 
but  form  part  of  it.  In  order  not  to  complicate  the 
following  discussion  too  much,  we  will  ignore  these  rights. 
We  may  then  lay  down  the  principle  once  more  that  the 
total  capital  of  a  self-contained  economy  is  represented 
entirely  by  its  real  capital  and  land. 

The  ownership  of  goods  and  rights  in  a  monetary 
economy  normally  ensures  a  certain  return  to  the  owner. 
This  is  precisely  the  one  point  of  view  from  which  capital 
is  regarded  in  the  monetary  economy.  From  this  point 
of  view  it  is  usual  to  call  the  capital  “  remunerative 
capital.”  The  word  “  wealth  ”  has  generally  a  rather 
wider  meaning  in  the  phraseology  current  in  a  monetary 
economy.  It  means,  besides  “  capital,”  a  sum  of  money, 
including,  at  least  in  part,  the  money-value  of  material 
goods,  such  as  furniture  and  works  of  art,  that  have  already 
passed  to  the  consumer,  and  must  then,  according  to  our 
definition,  be  counted  as  real  wealth,  but  not  real  capital. 
From  this  point  of  view,  therefore,  capital  may  be 
defined  as  profit-bearing  wealth. 

Capital  in  this  monetary  sense — in  the  sense  of  a 
sum  of  money  that  is  for  a  time  incorporated  in 
some  material  good  or  right — will  in  the  following 
pages  be  called  simply  “  capital  ”  in  accordance  with 
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general  usage.  Capital  in  this  sense  might,  as  distinct 
from  real  capital,  be  called  “  formal  ”  or  “  abstract 
capital.”  But  such  terminology  would  prove  rather 
difficult  if  one  were  to  press  it  to  its  logical  conclusions, 
and  it  has  the  disadvantage  of  differing  unnecessarily 
from  ordinary  speech.  There  can  be  no  question  that 
our  common  language,  in  harmony  with  the  monetary 
economy,  really  does  use  the  word  capital  in  this  sense 
of  an  abstract  sum  of  value  expressed  in  money-terms, 
no  matter  in  what  objects  it  may  be  incorporated.  In 
this  sense  the  word  is  used,  for  instance,  when  we  say: 
“  This  railway  requires  a  capital  of  half  a  million,”  or 
“  He  has  invested  his  whole  capital  in  foreign  bonds,” 
or  “  A  capital  of  ten  thousand  pounds  was  lost  in  this 
unfortunate  business.”  The  word  capital  has  the  same 
meaning  in  book-keeping:  for  instance,  in  the  balance 
sheet  of  a  limited  company,  where  the  company’s  capital 
is  entered  amongst  its  liabilities,  and  covered  by  its 
assets,  but  is  regarded  as  a  quantity  independent  of  the 
concrete  and  perhaps  variable  items  of  the  assets.  Ordin¬ 
ary  speech  is  fairly  definite  in  this  respect,  and  we  may 
therefore  use  the  simple  word  capital  in  the  sense  we  have 
described  without  any  risk  of  misunderstanding:  on 
condition,  of  course,  that  the  scientifically  defined  and, 
in  science,  important  idea  of  real  capital  is  always  ex¬ 
pressed  as  such. 

Real  capital  is  an  absolute  category  in  every  economic 
order,  and  is  therefore  to  be  found  in  the  older  as  well 
as  the  modern  economies.  But  capital  in  the  sense  we 
have  given  may  justly  be  described  as  a  special  pheno¬ 
menon  of  the  monetary  economy.  Hence  when  it  is 
said,  for  instance,  in  historical  accounts  of  economic 
evolution  that  at  the  close  of  the  Middle  Ages  capital 
began  to  appear  as  a  new  factor  of  the  economic  life, 
accumulated  in  the  great  trading  towns,  and  gave  the 
subsequent  economic  and  political  development  its 
peculiar  character,  this  must  merely  be  taken  to  mean 
that  the  monetary  economy  at  that  time  was  more  highly 
developed  in  certain  places;  that  in  these  places  there  was 
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a  regular  market,  with  a  fairly  brisk  exchange  of  goods 
which  were  important  constituents  of  the  real  Capital; 
that,  therefore,  these  goods  flowed  in  a  steady  stream 
through  the  places  in  question,  and  were  bought  and 
sold  for  money  there;  and  that  in  consequence  of  this 
the  merchants  of  those  places  were  always  in  a  position 
to  dispose  comparatively  rapidly  of  their  real  capital  in 
the  form  of  money  for  any  purpose  they  chose,  and  so 
secured  an  economic  and  political  power  which  had  a 
decisive  influence  on  the  subsequent  development. 
Thus  the  “  rise  of  capital  ”  must  by  no  means  be  con¬ 
ceived  as  a  creation  of  a  new  category  of  concrete  goods. 
It  is  substantially  a  question  here  of  a  modification,  a 
considerable  intensification,  of  the  economic  life,  whereby 
goods  which  in  their  technical  nature  had  existed  long 
before  entered  in  larger  quantities  into  the  monetary 
economy;  though,  of  course,  the  simultaneous  great 
development  of  production  must  not  be  overlooked. 

The  business  man  who  in  such  circumstances  is  able 
to  dispose  of  his  capital  at  any  time  in  monetary  form, 
and  embody  it  meantime  in  anything  he  pleases,  is 
naturally  apt  to  think  that  the  sum  of  value  expressed 
by  the  money  is  the  permanent,  the  essential,  thing  in 
the  idea  of  capital,  and  that  the  ever-changing  concrete 
phenomenal  forms  of  the  capital  are  something  accidental 
and  subsidiary.  On  this  view  the  capital  maintains  its 
identity  even  if  the  concrete  goods  which  represent  it  are 
sold  and  exchanged  for  others.  Hence  such  common 
expressions  as  that  capital  is  “  realised  ”  or  “  converted  ” 
into  money.  The  more  easily  and  frequently  this 
process  of  conversion  takes  place,  the  more  “  fluid  ”  and 
“  mobile  ”  the  capital  seems  to  be.  “  Circulating  capital,” 
from  this  point  of  view,  means  capital  in  so  far  as  it 
frequently  undergoes  this  conversion;  it  is  “  fixed  capital  ” 
when  it  is  so  invested  that  it  cannot  be  realised  in  money 
for  a  long  time.  But  the  distinction  is  very  relative,  and 
it  by  no  means  coincides  with  the  distinction  we  drew 
between  circulating  and  fixed  real  capital.  It  is  true  that 
circulating  real  capital  has  a  special  position  in  the 


CIRCULATING  CAPITAL  57 

advanced  exchange  economy  in  so  far  as,  in  the  normal 
course  of  production,  it  passes  from  one  undertaking  to 
another,  until  it  is  used  up  in  production  or  converted 
into  fixed  real  capital,  or,  in  fine,  passes  into  the  sphere 
of  consumption  as  a  finished  product.  In  the  organisation 
of  production  in  an  exchange  economy  a  frequent  con¬ 
version  of  circulating  real  capital  is  in  the  very  nature  of 
things.  But  it  is  not  so  with  fixed  real  capital.  In  the 
normal  course  of  things  it  remains  in  the  enterprise  in 
which  it  is  used,  and  often  it  cannot  be  transferred  to 
some  other  branch  of  production,  or  at  least  not  without 
great  difficulty  and  losses.  Hence  from  the  point  of 
view  of  a  monetary  economy  fixed  real  capital  represents 
a  more  or  less  bound-up  capital.  However,  the  system 
of  a  monetary  economy  has  to  a  great  extent  got  over  the 
difficulty  of  this  immobilisation  of  the  capital  of  the  in¬ 
dividual,  as  the  securities  which  represent,  the  capital 
can  be  dealt  with  on  the  Exchange,  and  can  therefore 
easily  be  sold  at  any  time.  Here  we  have,  so  to  say,  an 
artificial  mobilisation  of  capital  which  gives  new  mobility 
to  the  capital  that  is  bound  up  in  fixed  real  capital,  land, 
or  long-period  or  perpetual  loans.  This  brings  out  very 
clearly  the  marked  relativity  of  the  distinction  in  a 
monetary  economy  between  circulating  and  fixed  capital. 

The  economic  endeavour  to  secure  the  means  of 
meeting  wants  takes  the  form  in  an  advanced  monetary 
economy  chiefly  of  an  endeavour  to  get  money.  The  sum 
of  money  which  the  individual  economy  acquires  during 
a  certain  period  is  its  proper  “  income.”  Of  this  sum  it 
may  dispose  as  it  wishes.  The  various  material  goods 
and  services  which  constitute  the  real  income  of  the 
economy  take  a  secondary  place  as  special  uses  of  the  sum 
of  money,  which  is  regarded  as  the  single  and  essential 
constituent  of  the  income.  This  is  carried  so  far  that 
even  the  real  income  that  is  directly  produced  and  con¬ 
sumed  in  a  farmer’s  economy  is  estimated  in  money,  and 
only  in  this  form  is  it  regarded  as  income  comparable 
with  the  farmer’s  money  income. 

In  defining  the  income  of  the  individual  economy 


THE  EXCHANGE  ECONOMY 


58 

in  monetary  terms,  the  following  must  be  borne  in 
mind.  The  various  money-returns  that  come  into  the 
economy  cannot  in  their  entirety  be  regarded  as  income, 
for  we  must  make  a  deduction  of  such  of  these  returns 
as  are  not  really  at  the  disposal  of  the  economy,  but 
must  be  paid  out  as  business-expenses,  interest,  etc.; 
also  those  returns  which  represent  only  capital  that  was 
previously  at  the  disposal  of  the  economy,  but  during  the 
income-period  was  “  realised  ”  by,  for  instance,  the 
selling  of  real  capital  or  cashing  a  monetary  claim. 
In  the  income  of  the  economy  its  money-returns  are, 
clearly,  only  to  be  included  to  the  extent  to  which  they, 
when  not  used  for  purposes  of  consumption,  augment 
the  capital  of  the  economy.  A  money  income  is  only 
used  for  consumption,  however,  when  it  serves  to  pay 
for  a  real  income.  Moreover,  all  real  income  that  is 
produced  in  the  economy,  or  which  accrues  to  the 
economy  without  a  corresponding  money  payment, 
must  be  reckoned  as  income  with  its  value  expressed 
in  money-terms  in  the  same  way  and  under  the  same 
conditions  as  actual  money-returns. 

Hence  in  the  monetary  sense  the  income  of  an 
economy  may  be  defined  as  the  total  value,  expressed 
in  money,  of  those  goods  which  were  used  for  the 
consumption  of  the  economy  during  a  certain  period, 
with  the  addition  of  the  augmentation  of  the  capital  of 
the  economy  during  the  same  period  or  with  the  sub¬ 
traction  of  any  diminution  of  capital.  As  the  increase  or 
diminution  of  capital  during  the  period  is  equal  to  the 
difference  between  the  amount  of  the  capital  at  the  end 
and  the  beginning  of  the  period,  the  definition  may  also 
be  formulated  thus:  The  income  of  an  economy  within  a 
given  period  is  equal  to  the  value,  expressed  in  money, 
of  the  real  consumption,  adding  the  capital  at  the  end 
and  subtracting  the  capital  at  the  beginning.  This 
definition  is  so  broad  that  it  even  includes  the  case  in 
which  the  diminution  of  capital  is  greater  than  the 
value  of  the  consumption,  and  therefore  the  income 
is  “negative.”  It  also  extends  to  cases  in  which  the 
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capital  of  the  economy  is  negative:  for  instance,  cases  in 
which  the  income  is  partly  used  to  liquidate  debts. 

If  we  now  sum  up  all  the  incomes  thus  defined  in  the 
entire  exchange  economy— which  we  are  always  taking 
to  be  self-contained — and  call  this  sum  the  total  income  of 
the  exchange  economy,  this  income  is  clearly  equal  to  the 
value,  expressed  in  money,  of  the  real  income  consumed 
by  the  economy  during  the  period,  adding  the  final  capital 
and  deducting  the  initial  capital;  therefore  equal  also  to 
the  value  of  the  real  consumption,  with  the  addition  of 
the  increase  of  capital  during  the  period  (or  deduction 
of  decrease).  And  as  the  capital  of  the  economy  is 
equal  to  the  total  value  of  its  real  capital  and  land,  it 
follows  that  the  income  of  the  total  economy  is  equal  to 
the  value  of  the  real  consumption,  with  the  addition  of 
the  amount  by  which  the  total  value  of  the  real  capital 
and  the  land  has  at  the  end  of  the  period  exceeded  their 
value  at  the  beginning  of  the  period.  From  this  we  now 
get  the  important  principle  that  the  income  of  the  total 
economy  just  suffices  to  pay  for  the  total  real  consumption 
and  the  surplus  value  of  the  real  capital  and  the  land. 

If  we  take  the  simple  case  in  which  all  unit-prices 
have  remained  the  same  throughout  the  period,  it  is 
clear  that  this  surplus  value  is  equal  to  the  value  of  the 
increase  of  real  capital  during  the  period.  But  accord¬ 
ing  to  our  definition  the  sum  of  the  real  consumption 
and  the  increase  of  real  capital  is  the  real  income.  On 
the  above  assumption,  therefore,  we  may  formulate  our 
principle  thus — that  the  income  of  the  total  economy , 
expressed  in  money ,  in  any  given  period  just  suffices  to 
purchase  the  total  real  income.  Now  the  real  income 
represents  the  result  of  production  during  the  income- 
period.  Hence  the  money  income  purchases  this  result  of 
production*  This  principle  applies  also  to  the  case 

*  In  the  statement  of  the  principle  we  must  bear  in  mind  that  an 
increase  of  the  material  money  is  included  in  both  the  real  income  (as  an 
increase  of  real  capital— see  note  p.  39),  and  in  the  monetary  income. 
Hence  part  of  the  monetary  income  must  be  used  to  take  over  the  new 
material  money. 
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in  which  the  expected  surplus  is  turned  into  a  deficit; 
in  other  words,  when  the  final  capital  is  smaller  than  the 
initial  capital,  and  the  total  economy  has  partly  lived 
on  its  capital.  In  this  case  the  real  income  is  clearly 
equal  to  the  real  consumption,  deducting  the  decrease  of 
the  real  capital.  It  is  only  the  remainder  that  is  to  be 
regarded  as  the  result  of  production  during  the  income- 
period.  The  principle  is,  therefore,  universally  valid 
when  unit-prices  are  taken  as  constant. 

In  dealing  with  questions  concerning  the  income  of 
the  total  economy  it  is  necessary  to  assume  that  prices 
remain  constant  during  the  income-period  because 
otherwise  the  concrete  significance  of  the  total  income 
could  not  easily  be  realised.  At  the  most  we  might 
broaden  the  assumption  so  far  as  to  suppose  that  prices 
remain  constant  “  on  the  average.”  We  must,  however, 
understand  this  to  mean  that  the  total  value  of  the  real 
capital  and  the  land  is  not  influenced  by  the  changes  of 
prices,  and  that  any  increase  of  this  value  during  the 
income-period  is  entirely  due  to  production.  If  we 
suppose  this,  however,  our  principle,  that  there  is  a  neces¬ 
sary  agreement  between  the  money  income  and  the  money 
value  of  the  production,  is  still  valid. 

There  has  been  a  good  deal  of  dispute  about  this 
principle,  and  it  was,  therefore,  important  to  formulate 
it  clearly  and  prove  it  rigorously.  But  we  must  admit 
that  the  result  is  to  some  extent  of  a  merely  formal 
character.  We  must,  at  all  events,  not  read  into  it  the 
meaning  that  every  product  must  be  saleable.  A  pro¬ 
duct  that  is  created  during  the  income-period,  but  at  the 
close  of  the  period  must  be  kept  in  store  by  the  producer, 
must,  according  to  our  definition,  be  assigned,  at  some 
value  or  other,  to  the  capital,  and  consequently  to  the 
income,  during  the  period,  of  the  producer,  and  must, 
to  the  same  amount,  be  added  to  the  value  of  the  real 
production  of  the  period.  It  is  quite  obvious  that  un¬ 
saleable  articles  may  be  produced,  and  that  a  complete 
return  for  the  products  can  only  be  expected  when 
production  is  directed  in  entire  harmony  with  the  wishes 
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of  purchasers.  Thus  it  can  only  be  proved  that  saving 
as  such  does  not  involve  any  restriction  of  the  total 
market  for  production. 

The  income  of  the  individual  economy  is  divided,  as 
we  saw,  into  two  parts.  One  part  serves  for  purchasing 
goods  for  consumption;  the  other  for  purchasing  real 
capital  or  land,  or  for  acquiring  claims  or  other  rights 
representing  capital — in  a  word,  for  the  formation  of 
capital.  We  say  that  the  first  part  of  the  income  is  “  con¬ 
sumed,”  the  second  part  “  saved.”  Vague  ideas  about 
the  precise  meaning  of  this  are  not  uncommon.  Amongst 
other  things  it  is  said  that  there  is  a  certain  danger  in 
saving:  that  if  saving  were  general,  if  people  refrained  to 
any  great  extent  from  consuming  their  income,  it  would 
be  impossible  for  producers  to  find  purchasers  of  their 
products,  and  there  would  be  a  glut  on  the  market — and 
that  this  glut  would  certainly  occur  if  general  saving 
were  to  last  a  long  time.  We  need  only  point  out,  in 
reply  to  these  ideas,  that  in  the  total  economy ,  if  we  take 
an  income-period  with  steady  prices,  both  the  saved  and 
the  consumed  income  are  used  entirely  for  the  purchase  of 
the  results  of  production.  The  only  difference  is  that  the 
saved  income  purchases  goods  which  represent  real  capital, 
whereas  the  consumed  income  purchases  goods  for  con¬ 
sumption.  The  only  effect  of  this  difference  is  to  cause  a 
distribution  of  the  total  production  in  a  certain  ratio 
between  the  two  different  categories  of  articles.  Hence 
saving  as  such  cannot  restrict  the  market  for  production. 
It  would  be  just  as  wrong  to  say  that  in  a  saving  com¬ 
munity  of  this  kind  production  is  diverted  to  too  great  an 
extent  to  the  creation  of  capital  goods.  Production  has,  in 
any  case,  to  follow  the  wishes  of  purchasers.  Even  the  idea 
that  general  saving  could  not  be  continued  indefinitely 
is  wrong.  Saving,  in  the  sense  in  which  we  take  the  word 
here — a  withdrawal  of  money-income  from  consumption 
— is,  from  the  concrete  point  of  view,  a  restriction  of  the 
satisfaction  of  wants  in  order  to  facilitate  the  formation 
of  capital  in  the  concrete  sense.  But  we  have  proved 
in  the  preceding  chapter  (§  6)  that  a  continuous  formation 
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of  capital  is  not  merely  possible,  but  is  actually  an  in¬ 
dispensable  condition  of  the  progressive  economy.  The 
result  would  be  the  same  even  if  there  were  a  general 
advance  of  prices  during  the  income-period.  For  this 
rise  of  prices  would  cause  a  rise  in  the  total  value  of  the 
real  capital  and  land,  and  would  involve  an  addition  to 
the  total  income  corresponding  to  this  “  increase  in  value.” 

The  meaning  of  the  continuous  formation  of  capital  is 
seen  most  clearly  in  the  evenly  progressive  economy.  This 
may  now  be  defined  in  more  general  terms  than  in  the 
preceding  chapter.  In  the  monetary  economy  economic 
progress,  assuming  unaltered  prices,  can  be  measured  by 
the  increase  of  the  abstract  total  capital,  and  may  be 
regarded  as  uniform  when  this  capital  increases  annually 
by  a  definite  and  invariable  percentage.  Let  us  call  this 
capital  C,  and  suppose  that  C  increases  annually  by 
p  per  cent.,  p  being  constant.  This  increase  of  capital 
is,  as  we  have  seen,  only  possible  on  condition  that 
there  is  a  certain  amount  of  saving.  Let  us  call  the 
annual  income  I,  and  suppose  that  annually  the  proportion 
1/r — in  absolute  amount  I  \s — is  saved.  We  will  call  this 
quotient  which  arithmetically  expresses  the  community’s 
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thrift,  the  “degree  of  saving.”  Clearly  C,  and 


sp 

consequently  I  =  C.  If  we  further  suppose  that  the 

degree  of  saving  1/s,  or  the  relative  saving  of  the  com¬ 
munity,  is  constant,  which  clearly  harmonises  best  with 
our  assumption  of  an  even  development,  we  find  that  the 
total  income  is  in  an  invariable  ratio  to  the  total  capital. 
From  this  we  get  the  important  principle  that  in  the 
evenly  progressive  economy  the  income  increases  in  the 
same  percentage  as  the  capital.  This  principle  is  approxi¬ 
mately  correct  for  every  economy  if  we  take  long  periods 
into  consideration.  It  is  only  during  periods  of  transi¬ 
tion  that  there  will  be  any  material  difference  in  the  rate 
of  increase  of  capital  and  income.  This  result  is  important 
because  it  affords  us  standing  ground  for  a  critical  exami¬ 
nation  of  statistical  data  as  to  the  increase  of  income  and 
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capital.  We  find  also  that  it  is  possible  to  estimate  the 
income  of  an  evenly  progressive  exchange  economy  by 
multiplying  the  capital  by  the  product  of  the  percentage 
of  increase  and  the  reciprocal  value  of  the  degree  of  saving. 
This  should  be  borne  in  mind  in  statistical  calculations 
and  estimates. 

If  we  assume,  for  instance,  that  the  percentage  of 
progress  is  equal  to  3,  and  that,  therefore,  the  capital  (C) 
increases  annually  by  0-03  C,  and  further  suppose  that 
one-fifth  of  the  annual  income  is  saved,  the  income  is, 
according  to  what  we  have  said,  equal  to  15  per  cent,  of 
the  capital.  These  figures  must  be  about  right  in  the 
case  of  Sweden,  where  the  national  wealth  and  national 
income  in  1908  were  estimated  at  about  14,000,000,000 
and  2,100,000,000  kronor.  An  official  commission  of 
national  defence,  in  fact,  estimated  the  annual  percentage 
of  increase  of  the  national  wealth  during  the  period 
1885-1908  at  3-18  per  cent.  Such  figures  can,  of  course, 
never  be  precise,  but  the  figure  given  must  be  a  fairly 
correct  estimate. 

For  the  countries  of  Western  Europe  we  may  assume 
for  modern  times  (before  the  War)  that  the  normal 
advance  was  about  3  per  cent.  Although  the  figure  is 
only  approximate,  it  is  as  well  to  have  some  standing 
ground  for  comparisons,  and  to  be  reminded  that  on 
the  whole,  and  for  long  periods,  the  increase  of  both 
capital  and  income  must  be  indicated  by  the  same  figure.* 

*  During  the  period  1850-1907  the  world’s  pig-iron  output  rose 
annually  about  42  per  cent.  (Sundbarg,  Aper$us  Statistiques,  xi.).  The 
development  of  the  iron  output  may,  as  we  shall  see  in  the  Fourth  Book, 
be  regarded  as  typical  of  the  whole  industrial  development.  If  we 
assume  that  the  production  of  foodstuffs  rose  by  1*2  per  cent, 
annually,  and  further  suppose  that  these  necessaries  of  life  represent 
one- third  of  the  national  income,  and  that  the  remaining  two-thirds  have 
increased  with  the  industrial  percentage  of  advance,  we  get  an  average 
percentage  of  progress  of  32  per  cent.  These  estimates  are,  of  course, 
rather  uncertain.  But  it  seems  better  to  have  an  approximate  idea  than 
none  of  these  very  important  quantitative  relations. 


CHAPTER  III 

THE  ECONOMIC  PRINCIPLE  IN  THE  EXCHANGE  ECONOMY 


§  9.  Nature  of  the  Problem. 

THE  essential  characteristic  of  the  exchange  economy 
is  the  existence  of  a  mass  of  individual  households 
within  the  total  economy  which  by  virtue  of  their  pro¬ 
ductive  work  and  their  possessions  during  a  certain  period 
have  the  control  of  certain  sums  of  money,  and  are  free  to 
use  these  sums  as  they  please  in  purchasing  goods  produced 
in  the  collective  economy  for  the  immediate  satisfaction 
of  their  wants.  As,  however,  these  goods  are  only  to  be 
had  in  limited  quantities,  it  is  clear  that  the  wants  of  the 
individual  households  must  be  restricted;  and,  naturally, 
in  virtue  of  the  general  economic  principle  the  more 
important  wants  will  be  preferred  to  the  less  important. 
And  as  the  available  means  of  production,  especially 
labour,  may  within  very  wide  limits  be  applied  to  different 
branches  of  production,  and  therefore  the  supply  of 
articles  depends  upon  the  control  of  social  production, 
the  general  economic  principle  further  requires  that  the 
means  of  production  shall  be  used  to  the  best  possible 
advantage.  This  can  only  mean  that  they  shall  be  used 
in  those  branches  of  production  in  which  they  meet 
the  more  important  wants.  Thus  the  application  of  the 
economic  principle  in  the  exchange  economy  depends 
always  upon  the  question  which  are  the  “  more  important  ” 
wants.  Clearly  there  must  be  in  the  economy  as  a  whole 
such  restriction  of  wants  that  no  less  important  want 
shall  be  met  in  preference  to  a  more  important.  Hence 
the  central  problem  of  the  exchange  economy  is  the 
classification  of  wants. 

In  the  self-contained  individual  household  the 
problem  is  simply  solved  by  the  will  of  the  head  of  the 
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household.  By  assigning  different  degrees  of  importance 
to  different  wants  he  is  in  a  position  to  draw  a  certain 
line  as  regards  the  satisfaction  of  wants  and  give  a  certain 
direction  to  production.  In  the  exchange  economy  there 
is  no  such  single  will.  It  is,  on  the  contrary,  one  of  the 
features  of  the  exchange  economy  that  each  household 
shall,  within  its  means,  choose  its  own  way  of  satisfying 
its  wants.  At  the  same  time  the  wants  of  all  of  the 
individual  economies  must  be  arranged  according  to 
their  relative  importance,  at  least  to  the  extent  that  a  line 
must  be  drawn  between  the  wants  that  are  to  be  met  and 
the  others.  The  entire  production  must  be  regulated 
in  this  sense.  How  this  is  actually  done,  and  what  sort  of 
organisation  the  exchange  economy  requires  for  the 
purpose,  are  questions  that  we  have  to  answer  in  the 
present  chapter. 

Economic  science  has  in  the  first  place  to  describe  the 
economic  facts,  as  they  are  found  in  real  life,  and  explain 
them  and  their  inner  connections.  The  actual  economic 
life,  however,  presents  such  a  mass  of  details  that  a  general 
view  of  it  can  only  be  obtained  by  taking  the  normal  and 
typical,  and  ignoring  details  and  variations  of  subsidiary 
importance.  Hence  here  we  have  to  show  how  the  eco¬ 
nomic  principle  is  realised  in  the  exchange  economy  on 
broad  and  essential  lines.  Economic  science  has,  however, 
another  task:  that  of  examining  the  institutions  of  the 
actual  economic  life  in  respect  of  their  degree  of  necessity. 
We  shall  first  consider  an  exchange  economy  in  regard  to 
which  we  assume  only  that  it  meets  the  requirements  of 
the  economic  principle — the  uniform  restriction  of  wants 
and  the  direction  of  production.  It  is  always  an  advantage 
to  study  the  exchange  economy  first  on  these  general 
lines.  It  brings  out  the  essential  features  of  the  actual 
economic  processes  and  puts  them  in  the  clearest  possible 
light.  We  must  especially  avoid  making  in  advance  any 
special  assumptions  as  to  the  organisation  of  the  economy 
which  would  not  have  an  approximate  general  validity 
for  the  actual  economic  life,  and  are  not  essentially  im¬ 
portant  for  the  realisation  of  the  economic  principle. 
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Our  problem  may  usefully  be  treated  in  two  different 
stages.  First  we  may  devote  our  attention  to  the  question 
how  a  uniform  restriction  of  wants  is  to  be  secured  in  the 
exchange  economy  and  what  is  the  nature  of  this  uni¬ 
formity.  We  must  then  inquire  how  the  available  means 
of  production  are  distributed  amongst  the  various 
branches  of  production,  and  how  a  production  in  accord 
with  the  demand  is  secured.  These  are,  of  course,  not 
two  separate  problems,  but  two  aspects  of  one  and  the 
same  problem — namely,  the  most  economical  use  of  the 
productive  forces  in  view  of  the  actual  wants.  If  we  at 
first  confine  ourselves  to  the  question  how  the  wants  are 
regulated,  it  means  that  we  are  studying  the  regulation 
of  the  demand  first  on  the  simplifying  assumption  that  the 
production  is  invariable:  that  is  to  say,  on  the  assumption 
that  the  amounts  of  finished  goods  available  in  any  given 
period  for  the  satisfaction  of  wants  are  fixed  in  advance. 
We  will  afterwards  drop  this  assumption,  and  we  shall 
have  before  us  the  whole  problem  of  the  realisation  of 
the  economic  principle  in  the  exchange  economy.  That 
is  the  order  in  which  we  will  nowr  consider  the  problem. 

§  io.  The  Restriction  of  Wants.  The  Case  of 
Collective  Wants. 

With  the  money  which  the  individual  households  are 
prepared  to  give  for  the  satisfaction  of  their  wants  they 
make  certain  demands  upon  the  supply  of  goods  in  the 
collective  economy.  As  these  goods  are  always  limited 
in  quantity,  the  wants  must  be  restricted  somewhere: 
that  is  to  say,  certain  wants  cannot  be  satisfied.  This  is 
done  by  fixing  prices.  In  view  of  the  limitation  of  the 
amount  of  money  that  is  available  for  use,  the  need  to 
pay  certain  prices  for  the  various  goods  means  a  restriction 
of  the  demands  which  are  put  forward  for  different 
goods  by  the  several  households.  The  fixing  of  prices 
has,  therefore,  the  socio-economic  aim  of  restricting  the 
demand  for  goods  to  such  an  extent  that  it  can  be  met 
with  the  available  means. 

One  finds,  however,  on  looking  more  closely  into  this 
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task  that  articles  behave  very  differently  in  respect  of 
the  possibility  of  restricting  the  demand  for  them  by 
fixing  prices.  Frequently  the  demands  upon  the  stock 
of  goods  can  be  reduced  by  the  exclusion  of  certain 
individual  demands.  This  is  the  case,  for  instance,  with 
all  consumable  goods  that  serve  for  the  immediate  satis¬ 
faction  of  wants,  and  generally,  as  is  easily  seen,  for  all 
goods  that  are  demanded  in  an  exclusive  manner  by  the 
individual  consumer.  When,  for  instance,  the  use  of 
potatoes  is  reduced  in  the  households,  the  demand  upon 
the  general  community’s  supply  of  potatoes  is  corre¬ 
spondingly  reduced.  But  there  are  large  classes  of  com¬ 
modities  to  which  this  does  not  apply. 

There  are,  first  of  all,  the  durable  goods  which  can 
be  used  by  a  number  of  persons  simultaneously.  If,  for 
instance,  certain  individuals  are  forbidden  to  use  a  bridge, 
the  demand  upon  the  community’s  store  of  goods  is  not 
in  the  least  reduced:  at  least,  not  if  we  suppose  that  the 
wearing  of  the  bridge  by  their  use  of  it  is  so  slight  as  to  be 
negligible.  If  the  demand  for  a  bridge  is  to  be  met,  the 
bridge  must  be  built.  Once  it  exists,  it  may,  within 
certain  limits,  be  used  to  any  extent  within  a  given  period 
of  time.  Restricting  the  number  of  people  who  use  it 
is  of  no  consequence  to  the  remaining  supply  of  goods; 
it  sets  no  articles  or  productive  forces  free  for  other  uses. 
There  can  in  this  case  be  no  real  restriction  of  the  demands 
upon  the  stock  of  goods  except  at  the  time  when  the 
question  arises  whether,  and  how,  a  new  bridge  is  to  be 
built.  The  price  which  must  be  paid  for  a  new  bridge, 
and  the  price  of  the  annual  use  of  the  new  bridge,  which 
depends  upon  the  first,  but  is  also  influenced  by  other 
factors,  puts  a  certain  limit  upon  the  demand.  Those 
who  are  interested  have  to  find  the  money  somewhere. 
This  may  be  done  by  charging  for  each  use  of  the  bridge 
or  by  contributions,  and  these  will  generally  have  to  be 
made  compulsorily  by  those  who  are  interested.  The 
first  method  has  the  practical  disadvantage  of  being  apt 
to  keep  the  use  below  what  is  possible,  and  thus  restrict¬ 
ing  the  satisfaction  of  wants  without  a  corresponding 
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restriction  of  the  demand  upon  the  stock  of  goods;  more¬ 
over,  it  often  means  a  disproportionate  cost  of -levying 
the  toll.  On  that  account  the  ancient  tolls  for  bridges 
and  highways  have  been  generally  abandoned  in  modern 
times,  and  the  practice  is  to  cover  the  cost  by  raising 
compulsory  contributions  in  some  form  or  other. 

What  we  find  in  this  particular  instance  is  generally 
applicable  to  those  durable  goods  which,  within  certain 
limits,  can  be  used  any  number  of  times,  and  also,  in  some 
measure,  to  certain  personal  services  (orchestral  music 
in  the  open  air,  for  instance)  which,  if  they  are  rendered 
at  all,  may  just  as  well  be  enjoyed  by  a  large  number  of 
people. 

In  the  cases  we  have  considered  so  far  the  raising 
of  a  contribution  as  a  condition  of  the  use  of  the  good  is 
possible,  though,  perhaps,  not  convenient.  There  is, 
however,  an  important  group  of  cases  in  which  it  is  not 
possible.  These  are  services  which  are  of  use  to  all  the 
individuals  of  a  certain  class  without  any  action  on  their 
part.  In  dealing  with  the  satisfaction  of  wants  we  must 
distinguish  between  active  and  passive.  In  the  former 
case  the  satisfaction  of  wants  involves  some  activity  on 
the  part  of  the  persons  concerned.  This  is  the  case,  for 
instance,  when  a  man  eats,  visits  a  theatre,  or  crosses 
a  bridge.  In  such  cases  it  is  possible  to  fix  a  certain  price 
for  the  enjoyment,  and  exclude  those  who  will  not  pay 
the  price.  But  in  the  second  case  the  satisfaction  of 
wants  involves  no  active  exertion  on  the  part  of  the 
individual;  sometimes  not  even  an  outward  expression 
of  will.  The  satisfaction  is  purely  passive.  To  take  a 
quite  simple  and  clear  example,  this  is  the  case  when  a 
country  is  protected  by  the  use  of  certain  measures 
against  a  cholera  epidemic.  Once  the  protective  measures 
have  been  adopted,  all  the  inhabitants  of  the  country 
profit  by  them,  whether  they  wish  or  no,  even  when  they 
have  no  suspicion  of  the  fact.  In  such  circumstances  it 
is  not  possible  to  fix  a  certain  price  for  the  use  of  the 
service  in  question.  No  individual  can  be  excluded. 

The  wants  which  are  satisfied  while  the  individual 
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remains  purely  passive  must  obviously  be  attended  to 
collectively.  They  are  in  their  very  nature  social.  We 
will  call  them  pure  or  absolute  collective  wants ,  and  the 
goods  which  serve  for  the  direct  satisfaction  of  them 
collective  goods.  To  meet  these  wants  it  is  generally 
necessary  to  exact  compulsory  contributions  from  those 
interested.  The  restriction  of  collective  wants  is  effected 
by  the  price  which  must  be  paid  by  the  community  for 
the  satisfaction  of  them.  The  officials  who  act  for  the 
community  in  the  matter  must  carefully  consider  how 
much  importance  must  be  attached  to  the  collective 
demand,  and  must  compare  this  with  the  importance  of 
the  individual  needs  of  the  various  households. 

In  the  cases  given  above,  where  it  is  possible  to  charge 
each  individual  for  the  satisfaction  of  his  wants,  but  this 
does  not  regulate  the  demands  upon  the  stock  of  goods, 
and  where,  therefore,  the  community  undertakes  to  pay 
the  total  price,  we  may  speak  in  a  relative  sense  of  collec¬ 
tive  wants  and  collective  goods.  The  antithesis  to  these 
collective  wants  are  the  individual  wants,  the  satisfaction 
of  which  presupposes  a  certain  individual  claim  to  goods 
on  the  part  of  the  single  person;  and  this  is  restricted  by 
fixing  prices  that  the  individual  must  pay  for  the  goods. 

In  modern  civilised  society  the  collective  wants  form 
a  very  extensive  group.  The  instance  given  above — 
protection  against  infectious  diseases — may  serve  as  a  type 
of  a  whole  series  of  collective  wants.  We  may  instance 
also,  amongst  other  things,  a  nation’s  need  of  personal 
and  legal  security  at  home  and  of  protection  against 
enemies  abroad.  To  satisfy  these  large  collective  needs 
a  great  economic  authoritative  organisation,  the  State, 
is  required.  Naturally,  this  is  not  supposed  to  be  an 
exhaustive  description  of  the  nature  of  a  State.  From 
the  point  of  view  of  economic  science,  however,  the  State 
is  thus  to  be  conceived  as  a  great  compulsory  organisation 
for  meeting  the  general  collective  needs  of  the  people,  and 
the  essential  function  of  the  State  is  to  be  seen  in  the 
economic  activity  which  is  required  for  the  purpose. 
It  is  only  from  this  point  of  view  that  we  see  clearly 
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the  necessity  of  the  State,  on  which  so  much  obscure 
phraseology  has  been  expended,  on  the  strength  of  purely 
economic  considerations.  This  necessity,  based  upon  the 
character  of  the  purely  collective  needs,  ought  to  be  the 
starting-point  of  all  financial  science.  It  is  only  thus 
that  the  science  acquires  a  solid  nucleus,  its  essential 
sphere  is  laid  down  from  the  start  with  rigorous  logic, 
and — what  is  very  important — it  is  organically  connected 
with  the  whole  of  economic  science. 

There  are  also  collective  needs  of  a  more  local 
character,  and  these  must  be  met  by  smaller  local  organisa¬ 
tions  with  compulsory  powers.  Constructing  dikes 
against  the  sea  is  a  typical  instance.  When  dikes  of  suffi¬ 
cient  strength  and  extent  have  been  raised,  they  serve 
to  protect  a  certain  area.  All  landowners  in  this  area 
profit  by  the  construction;  and  they  do  so  passively,  so 
that  it  is  not  possible  to  make  a  charge  as  a  condition 
of  being  benefited.  Here  again,  therefore,  we  have  a 
purely  collective  need.  To  meet  it  requires  a  compulsory 
organisation  of  the  relevant  landowners — a  local  organisa¬ 
tion.  The  need  in  question  is,  as  a  matter  of  fact,  one 
of  those  collective  needs  which  led  to  the  formation  of 
the  earliest  communal  organisations.  Another  example 
is  the  need  to  light  the  streets.  When  the  streets  are 
illumined,  the  advantage  is  used  by  everybody  in  the 
street  without  the  need  of  any  special  activity  on  their 
part,  and  it  is  impossible  to  prevent  people  who  have  a 
right  to  use  the  street  from  enjoying  the  light,  or  to  make 
a  charge  in  each  case  for  the  privilege.  In  these  cir¬ 
cumstances  the  lighting  of  the  streets  is  a  collective  need, 
and  compulsory  contributions  to  it  must  be  raised. 
These  examples  ought  to  suffice  to  illustrate  the  economic 
character  and  necessity  of  the  municipality  as  a  local 
authoritative  organisation  for  the  satisfaction  of  local 
collective  needs. 

The  compulsory  contributions  which  are  raised  by 
these  organisations  are  called  taxes,  in  the  broadest  sense 
of  the  word.  Financial  policy  has,  however,  tried  as  far 
as  possible  to  secure  that  to  meet  the  collective  wants, 
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which  concern  only  limited  bodies  of  people,  the  burden 
shall  be  restricted  to  those  people.  Compulsory  con¬ 
tributions  restricted  in  this  way  are  known  as  “  special 
assessments,”  “rates,”  and  distinguished  from  the  general 
taxes.  As  we  have  already  said,  the  bodies  who  have  to 
fix  the  expenditure  of  compulsory  organisations  must 
carefully  consider  the  importance  of  the  collective  wants 
as  compared  with  those  of  individual  households  and 
restrict  the  burden  of  taxation  accordingly. 

It  is  a  common  occurrence  for  the  machinery  for 
meeting  collective  wants  to  extend  its  activity  to  wants 
that  can  only  be  called  collective  in  a  relative  sense,  or 
are  in  themselves  purely  individual,  though  the  satisfac¬ 
tion  of  them  has  a  certain  collective  interest.  We  have 
already  given  instances  of  collective  wants  of  the  former 
character  in  the  construction  of  bridges  and  roads,  which 
is  now  undertaken  by  local  authorities  or  by  the  State 
as  a  collective  task  to  be  met  out  of  taxes.  We  have  an 
instance  of  the  collective  satisfaction  of  wants  of  the 
second  character  in  public  instruction,  when  the  education 
is  given  free  or  under  cost  price,  as  is  usually  the  case. 
It  is  true  that  the  individual  primarily  has  an  interest 
in  being  properly  trained  for  his  future  work,  and  so 
the  need  of  education  is  primarily  an  individual  need,  the 
satisfaction  of  which  may  be  made  dependent  upon  the 
willingness  to  pay  of  the  persons  interested  or  their 
families.  However,  the  community  as  a  whole  has  a  very 
substantial  interest  in  seeing  that  the  general  education 
of  the  people  is  carried  to  the  highest  possible  stage, 
since — to  consider  the  matter  solely  from  the  economic 
point  of  view — the  results  of  social  production,  on  which 
every  person  is  absolutely  dependent  in  an  advanced 
exchange  economy,  are  greatly  increased  by  education. 
From  this  point  of  view  education  may  be  regarded  as  a 
collective  interest.  Modern  social  politics  has  in  this  way 
given  a  certain  collective  character  to  a  number  of  wants. 
We  need  only  think  of  the  numerous  measures  of  social 
hygiene  (free  or  cheap  baths,  etc.).  Every  such  extension 
of  the  collective  satisfaction  of  wants  clearly  means  an 
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encroachment  of  the  public  authorities  upon  the  sphere 
of  the  household.  Certain  individual  needs  are  described 
as  particularly  important,  and  the  households  taken 
together  are  compelled  to  use  their  means  more  generously 
in  meeting  these  wants  than  they  would  do  if  they  were 
left  to  themselves.  In  this  way  the  freedom  of  the 
households  to  control  their  own  satisfaction  of  their  wants 
is  restricted. 

The  State  and  the  municipality  are  not  the  only 
compulsory  organisations  in  the  modern  social  economy 
for  meeting  collective  wants.  There  are  other  organisa¬ 
tions,  though  they  have  no  public  authorisation,  for  certain 
special  economic  purposes.  Such  are  the  Trade  Unions 
of  the  workers  and  the  unions  of  employers.  The  interest 
of  the  workers  in  the  rise  of  wages  under  modern  industrial 
conditions  is  essentially  collective.  When  wages  have 
been  raised,  the  rise  usually  benefits  all  the  workers  in  a 
trade  whether  or  no  they  belong  to  the  union,  even  those 
who  have  not  contributed  to  the  cost  of  the  struggle. 
The  only  means  of  making  all  who  benefit  contribute  to 
the  cost  is,  as  in  the  case  of  every  collective  need,  a  com¬ 
pulsory  organisation.  It  is  the  same  with  the  employers. 
This  observation  may  help  to  elucidate  the  nature  of  the 
satisfaction  of  collective  wants  by  means  of  compulsory 
organisations. 

The  representatives  of  these  organisations  take  their 
place  in  the  economy  by  the  side  of  the  individual 
households  as  consumers  and  make  similar  demands 
upon  the  stock  of  goods.  If,  therefore,  we  regard 
the  collective  economies  as  special  types  of  individual 
economies  (households),  we  simplify  the  problem  of  the 
limitation  of  wants  in  the  exchange  economy.  The 
demands  upon  the  stock  of  goods  then  become  a  single 
quantity,  and  our  next  step  is  to  see  how  it  is  possible 
so  to  reduce  these  demands  by  fixing  prices  that  they 
can  be  met  with  the  available  supply  of  goods.  We  turn, 
therefore,  to  this  question. 
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§  II.  The  Restriction  of  Wants.  General  Case. 

It  is  possible  to  conceive  a  society  in  which  the 
collective  whole  authoritativelv  regulates  the  satisfaction 
of  all  the  wants  of  all  the  members:  in  which  not  only 
the  collective,  but  also  individual,  wants  are  satisfied 
by  an  authoritative  organisation,  and  no  room  is  left  for 
the  individual  household  to  use  things  as  it  pleases.  This 
is  the  communistic  society.  In  the  actual  economic 
order  the  family  is,  in  a  sense,  a  communistic  economy. 
We  must,  however,  reserve  the  name  communistic  society 
or  economic  order  for  a  larger  society  which,  in  the 
main  at  least,  is  a  self-contained  economy  with  a  single 
control  of  the  entire  consumption.  We  have  examples 
of  this  in  the  communistic  colonies,  generally  of  a  religious 
character,  which  have  been  founded  from  time  to  time, 
and  in  some  cases  lasted  quite  a  long  time,  though  as  a 
rule  they  broke  up  very  speedily. 

The  opposite  of  this  communistic  order  is  the  exchange 
economy  which,  as  was  shown  in  §  7,  is  characterised 
by  the  existence  of  independent  private  consumptive 
economies,  with  free  choice  in  regard  to  the  satisfaction 
of  their  wants  within  the  means  at  their  disposal.  There 
can  be  no  doubt  that  civilised  men  greatly  appreciate  this 
free  choice  on  the  part  of  the  individual  or  the  family. 
It  is  true  that  sooner  or  later  there  is  an  encroachment 
of  the  collective  economy  upon  the  sphere  of  the  in¬ 
dividual,  as  we  said,  in  the  sense  that  certain  utilities 
(such  as  baths  or  libraries)  are  put  at  the  disposal  of  certain 
classes  free  or  at  a  reduced  price.  These,  however,  are 
exceptional  cases,  and  must  not  be  regarded  as  a  material 
restriction  of  free  individual  consumption.  The  free 
choice  of  consumption  on  the  part  of  the  household  must 
certainly  be  regarded  as  one  of  the  most  important 
elements  of  our  economic  order;  for  this  is,  in  its  innermost 
nature,  the  antithesis  of  communism. 

We  have  now  to  see  how  the  problem  of  restricting 
the  satisfaction  of  wants  is  solved  in  the  exchange 
economy.  In  this  section  we  deal  first  with  the  simplified 
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theoretical  case  in  which  the  goods  which  serve  for  the 
direct  satisfaction  of  wants  are  given  in  certain  quantities; 
or,  rather,  since  the  supply  of  the  community  with  goods 
is  effected  by  a  flowing  stream,  not  by  a  given  stock,  the 
goods  are  available  in  definite  quantities  within  a  certain 
period  of  time.  Each  of  these  quantities  we  will  call  the 
supply  of  the  article  in  question.  We  assume  in  this 
section  that  the  supply  of  each  of  the  commodities  that 
directly  satisfies  needs  is  a  given  quantity  of  the  problem. 
We  thus  leave  aside  for  the  time  all  the  difficult  questions 
that  are  connected  with  the  regulation  of  the  supply 
of  goods.  With  these  we  will  deal  in  later  sections.  We 
further  make  the  simplifying  assumption  that  the  sum  of 
money  which  each  household  pays  for  the  satisfaction  of 
its  wants  in  the  period  in  question  is  taken  for  granted. 

In  our  actual  economic  order  the  demands  of  in¬ 
dividuals  upon  the  supply  of  goods  are  regulated  by  putting 
prices  upon  all  goods;  and  these  must  be  paid  before  the 
goods  can  be  had.  As  the  money  resources  of  the  in¬ 
dividuals  are  limited,  the  fixing  of  prices  compels  in¬ 
dividuals  to  restrict  their  consumption  in  one  or  other 
direction  so  that  the  sum  of  money  they  can  expend  will 
give  as  uniform  a  satisfaction  of  their  wants  as  possible.  If 
the  prices  are  put  high  enough,  therefore,  the  demands  of 
consumers  can  be  so  far  restricted  in  every  direction  that 
they  can  be  met  out  of  the  existing  supplies  of  the  various 
goods  destined  for  consumption.  This  restriction  of  the 
demands  of  consumers  is,  in  the  case  considered  in  this 
section,  the  work  of  the  settlement  of  prices.  The  need 
for  this  lies  in  the  fact  that  the  competition  of  consumers 
for  the  goods  of  the  exchange  economy  can  only  be 
regulated  by  a  suitable  fixing  of  prices.  The  method 
here  described  of  restricting  the  demands  of  consumers 
is  clearly  that  which  leaves  as  much  room  as  possible  for 
free  choice  in  consumption  on  the  part  of  individuals. 

As  the  restriction  of  consumption  must  be  all  the 
more  rigorous  in  proportion  to  the  scarcity  of  goods 
relatively  to  the  demands  of  consumers,  and  therefore 
prices  are  substantially  determined  by  this  scarcity,  we 
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see  that  the  described  purpose  of  the  fixing  of  prices  is 
an  expression  of  the  principle  of  scarcity  which  we  gave 
in  the  first  section.  Hence  in  the  exchange  economy  the 
principle  of  scarcity  means  the  need  to  bring  consumption , 
by  the  pressure  of  prices,  into  harmony  with  a  relatively 
scanty  supply  of  goods.  In  this  principle,  which  brings 
out  the  socio-economic  necessity  of  prices,  we  have 
also,  as  we  shall  now  see,  the  general  and  essential  basis 
for  the  determination  of  prices.  The  principle  of  scarcity 
is,  in  fact,  of  fundamental  importance  to  the  theory  of 
prices,  and  therefore  to  the  whole  of  economic  theory. 

If  an  article  exists  in  one  single  specimen,  the  price 
must,  of  course,  be  put  so  high  that  all  buyers  except  one 
will  be  excluded.  When  there  are  many  articles  of  the 
same  category,  but  somewhat  different  in  quality  (villas 
in  a  residential  suburb,  for  instance),  the  prices  must  again 
be  so  fixed  that  there  will  be  one  purchaser  for  each  house. 

In  regard  to  those  articles  which  are  produced  in  such 
uniform  masses  that  one  specimen  is  as  good  as  another, 
the  problem  of  prices  is  somewhat  different.  As  a  rule,  a 
single  price  is  put  upon  each  such  article,  chiefly  because 
it  is  difficult,  if  not  impossible,  to  make  a  distinction 
between  the  various  purchasers  and  make  some  pay  more 
than  others  for  the  articles.  There  are,  however,  excep¬ 
tions  to  this  rule,  when  vendors  try,  as  far  as  possible,  to 
get  better  prices  from  the  wealthier  customers.  In 
medical  practice,  for  instance,  it  is  the  custom  to  make 
rich  patients  pay  more.  Sometimes,  in  fact,  there  is  a 
graduated  scale  of  charges  according  to  the  economic 
condition  of  the  patients.  There  are  even  attempts 
at  graduated  prices  in  regard  to  completely  uniform 
articles  produced  in  large  quantities.  A  certain  tablet 
of  soap,  for  instance,  is  priced  at  sixpence,  and  is  sold  at 
that  price  in  the  shops  of  West  London;  but  it  can  be 
bought  in  other  parts  of  London  for  less,  and  the  price 
varies.  It  is  well  known  that  clothes  have  similar  varia¬ 
tions  of  prices;  but  in  this  case  it  may  be  objected  that 
differences  of  quality,  cut,  etc.,  justify  the  differences  in 
price.  On  the  other  hand,  we  sometimes  find  that  the 
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poorest  people  have  to  pa y  the  highest  prices.  This, 
however,  is  mainly  due  to  the  greater  relative  ‘expenses 
and  losses  of  small  retail  businesses. 

As  a  rule  a  differentiation  of  prices  for  one  and  the 
same  article  is  too  difficult,  as,  naturally,  all  purchasers 
want  to  buy  the  article  at  the  lowest  price.  The  rule  is, 
therefore,  that  the  same  price  is  put  upon  any  article  of 
homogeneous  quality  in  one  and  the  same  place  and  under 
the  same  conditions  of  trade.  The  moment  the  article 
shows  any  variations,  of  course,  there  can  be  differences 
in  the  price.  To  what  extent  these  differences  are  based 
upon  objective  conditions,  or  really  justify  differences  in 
the  price  of  one  particular  article,  we  cannot  tell  until  we 
come  to  consider  production.  We  reserve  these  questions 
for  the  moment,  and  take  the  case  in  which  homogeneous 
commodities  or  services  are  sold  at  identical  prices. 

When  the  prices  of  all  goods  are  given,  we  may  assume 
that  all  the  factors  which  influence  the  individual  in 
regulating  his  consumption  are  fixed;  the  quantity  of  each 
article  that  the  individual  or  household  will  buy  is  settled. 
We  call  this  the  “  demand  ”  of  the  individual  for  the  good 
in  question.  The  sum  of  all  the  quantities  of  a  particular 
good  demanded  by  individuals  is  the  “  total  demand  ” 
for  that  good  in  the  exchange  economy  in  question. 
This  total  demand  must,  if  there  is  to  be  equilibrium, 
cover  the  total  supply  within  any  given  period,  because, 
in  virtue  of  the  principle  of  scarcity,  it  is  the  object  of 
prices  so  to  restrict  the  demand  for  any  particular  article 
that  the  supply  shall  be  adequate  to  the  demand.  It  must 
be  the  same  in  regard  to  all  other  articles.  The  series 
of  conditions  we  get  in  this  way  suffices,  as  a  rule,  to 
settle  the  problem  of  prices.  Once  these  conditions  are 
fulfilled,  any  change  in  the  price  must  alter  the  demand 
for  the  various  goods,  and  so  disturb  the  balance  of  supply 
and  demand.  With  this  the  task  which  we  set  ourselves 
in  the  preceding  section  is  substantially  accomplished, 
and  in  what  follows  we  have  only  to  consider  more  closely 
the  nature  of  the  restriction  of  the  satisfaction  of  wants 
that  is  effected  by  the  process  of  price-formation. 
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Let  it  be  observed  first  that,  when  one  considers  the 
total  demand  for  finished  goods  in  an y  particular  in¬ 
dividual  economy,  the  total  value  of  this  demand,  cal¬ 
culated  on  the  prevailing  prices,  must  correspond  to  the 
sum  of  money  that  the  individual  economy  is  prepared 
to  pay  for  the  use  of  them.  The  total  demand  of  the 
entire  exchange  economy  must  also  cover  the  total  supply 
and,  like  this,  represent  a  money  value  equivalent  to  the 
total  sum  of  money  allotted  for  consumption. 

The  individual  demand  of  a  good  is  generally  de¬ 
pendent  upon  the  prices  of  all  goods,  or  at  least  of  all 
goods  which  have  any  significance  for  that  individual.  For 
instance,  the  demand  of  a  worker  for  newspapers  or  other 
objects  of  relative  luxury,  in  some  cases  even  for  clothing, 
depends  upon  the  prices  of  the  necessaries  of  life.  A 
certain  demand  for  these  necessaries  must  be  met  even 
when  prices  are  high,  and  there  is  then  only  a  small  sum 
left  for  less  urgent  purposes.  That  this  must  so  very 
generally  be  the  case  we  understand  when  we  reflect 
that  the  demand  for  a  special  article  represents  only  a 
special  result  of  the  regulation  of  his  entire  consumption 
which  the  individual  exercises  on  the  basis  of  existing 
prices.  Naturally,  the  price  of  the  article  itself  is  the 
most  important  factor  in  determining  the  demand  for  it; 
and  it  is,  both  theoretically  and  practically,  of  interest  to 
find  what  influence  a  small  alteration  of  the  price  has  on 
the  demand,  assuming  that  all  the  other  prices  are  un¬ 
changed. 

Given  a  definite  scheme  of  prices,  the  individual  is 
generally  compelled  to  restrict  the  satisfaction  of  his 
wants  in  various  directions.  But  this  restriction  need 
not  affect  every  branch  of  the  satisfaction  of  his  wants. 
As  a  rule,  a  number  of  wants  can  be  satisfied  to  the  point 
of  satiety.  This  is,  of  course,  mainly  true  of  the  rich, 
but  to  a  certain  extent  even  of  the  middle  and  lower  class. 
Any  man  who  is  not  very  poor  can  buy  as  much  ink  as  he 
likes.  Even  if  the  price  of  ink  went  up  a  little,  he  would 
not  feel  obliged  to  curtail  his  use  of  it.  Whatever  the 
price  is,  within  the  ordinary  limits,  he  will  completely 
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satisfy  his  need.  This  is  true  of  very  large  classes  as 
regards  ordinary  condiments,  particularly  salt;  and  it  is 
true  of  the  more  comfortable  class  as  regards  beef,  beer,  etc. 
In  such  cases  the  individual’s  demand  for  the  article  is 
independent  of  the  price  of  it;  but  only  within  certain 
limits — only  as  regards  fluctuations  of  prices  that  are  usual. 
When  the  normal  supply  of  a  commodity  is  cut  off  by 
extraordinary  events,  and  the  price  of  it  rises  considerably, 
we  find  that  even  households  which  never  before  thought 
of  limiting  their  demand  for  it  must  now  do  so. 

On  the  other  hand,  it  is  a  rule  for  the  great  mass  of 
consumers  that,  even  when  prices  are  ordinary,  they  must 
restrict  most  of  their  wants,  even  important  wants,  and 
can  by  no  means  satisfy  them  fully.  In  these  cases  the 
individual’s  demand  for  the  article  in  question  is,  so  to  say, 
compressed  by  the  price.  When  the  pressure  of  the 
price  relaxes  a  little — when  the  price  falls — the  compressed 
demand  expands  with  more  or  less  force.  This  is,  on  the 
analogy  of  a  physical  force,  called  the  elasticity  of  the 
demand.  This  elasticity  can  be  measured  by  the  altera¬ 
tion  in  the  demand  that  is  caused  by  a  certain  small 
alteration  of  the  price.  It  varies  a  good  deal  in  regard 
to  different  articles  and  individuals.  When  a  want  is 
met  to  the  point  of  satiety,  the  elasticity  of  the  demand  is 
null:  a  slight  fall  in  price  does  not  cause  any  rise  of  the 
demand.  The  elasticity  is  again  null  when  the  price  is 
so  high  that  for  the  individual  in  question  the  article  is 
practiclly  unattainable:  a  slight  fall  in  the  price  will  not 
then  create  a  demand.  When  a  want  is  partially  met,  a 
slight  fall  in  price  may  cause  a  proportionate  rise  of  the 
demand;  or  the  increase  of  the  demand  may  be  relatively 
greater  or  less  than  the  change  in  price.  In  the  first  case 
the  elasticity  is  equal  to  one:  in  the  others  more  or  less 
than  one.  When  the  elasticity  is  equal  to  one,  the  total 
expenditure  for  the  satisfaction  of  the  want  in  question 
is  independent  of  small  fluctuations  in  the  price.  If  the 
elasticity  is  less  than  one,  the  total  expenditure  rises  with 
an  advance  of  price,  and  is  reduced  with  a  reduction  of 
price.  If  the  satisfaction  of  the  want  approaches  the  point 


ELASTICITY  OF  DEMAND  79 

of  satiety,  the  elasticity  is  generally  less  than  one.  The 
consumption  of  bread  by  an  average  worker’s  family  will 
not  go  down  with  the  same  percentage  as  the  price  of 
bread  rises  in  a  dear  year.  The  want  of  bread,  being  a 
primary  necessity,  is  almost  sated  when  prices  are  normal, 
and  must  remain  the  same  when  there  are  small  fluctua¬ 
tions  in  the  price  of  bread.  Hence  the  total  expenditure 
of  the  family  on  bread  will  show  just  as  great  fluctuations 
as  the  price  of  bread  does.  The  need  of  housing  is  much 
more  elastic  in  large  classes  of  a  modern  community. 
Here  the  elasticity  ought  at  times  to  approach  the  figure 
one;  and  this  would  appear  in  the  fact  that  a  family 
spends  just  as  much  on  house-accommodation  whether 
rents  are  high  or  low.  A  higher  elasticity  than  one  is 
rare,  and  is  only  found  in  regard  to  unnecessary  wants. 
In  such  cases  the  total  expenditure  of  a  consumer  upon 
the  want  in  question  rises  when  the  price  falls.  A  man 
may,  for  instance,  be  led  by  a  reduction  of  railway  fares 
to  spend  more  on  travelling  than  he  did  before. 

The  elasticity  of  the  demand  of  the  several  house¬ 
holds  for  an  article  determines  the  elasticity  of  the  total 
demand  of  the  entire  economy  for  that  article.  Here  we 
must  be  careful  to  bear  in  mind  that  a  reduction  of  the 
price  can  not  only  cause  a  rise  of  the  demand,  where  there 
already  was  a  demand,  but  can  create  a  demand  in  house¬ 
holds  which  up  to  that  time  had  been  prevented  by  the 
high  price  from  satisfying  their  want.  To  know  the 
elasticity  of  the  demand  is  of  great  practical  importance 
in  all  cases  where  the  price  of  a  commodity  or  a  service 
has  to  be  arbitrarily  fixed  or  influenced  in  a  particular 
direction:  for  instance,  in  fixing  a  railway  tariff  or  intro¬ 
ducing  new  excise  duties.  Theoretically,  the  knowledge 
of  it  is  always  interesting  in  connection  with  estimating 
the  effect  upon  consumption  of  some  change  of  prices 
that  has  taken  place.  Unfortunately,  we  have  very 
inadequate  means  of  getting  statistical  returns  as  to  the 
elasticity  of  the  demand  by  observation  of  the  actual 
economic  life.  The  difficulty  is  not  merely  in  the  im¬ 
perfectness  of  our  statistics,  but  also  in  the  nature  of  the 
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problem.  What  we  want  to  know  is  how  the  demand 
for  an  article  changes  when  the  price  is  slightly  altered, 
all  other  prices  remaining  constant.  This  condition  is 
never  strictly  realised,  and,  as  we  shall  see  later,  cannot 
be  realised.  Moreover,  customs  and  tastes,  and  even 
at  times  the  real  needs  of  consumers,  may  change  con¬ 
siderably  within  a  certain  period.  Hence  our  observation 
of  the  effects  of  a  change  of  prices  within  a  given  period 
is  always  obscured  by  complicating  elements.  To  get 
an  idea  of  the  elasticity  of  the  demand  one  may,  it  is  true, 
start  with  a  comparison  of  a  number  of  typical  domestic 
budgets  of  different  classes  of  society  belonging  to  the 
same  period,  and  try  to  deduce  from  this  material  how  the 
different  wants  are  affected  when  the  income  is  reduced, 
and  therefore  prices  rise  relatively  to  income.  Such  a 
study  is  of  considerable  interest  in  connection  with  our 
knowledge  of  the  effect  of  prices  on  the  total  demand  of 
the  community  and  the  way  in  which  the  satisfaction 
of  wants  is  restricted  by  prices.  But  it  is  clear  that  from 
such  material  we  can  only  make  general  inferences  as  to 
the  elasticity  of  the  demand  for  various  commodities. 

A  knowledge  of  the  elasticity  of  the  demand  for 
different  commodities  gives  us  an  idea  of  the  tendencies 
to  an  alteration  of  the  demand  after  an  alteration  of  the 
prices  of  the  commodities.  These  tendencies  have,  in  a 
general  way,  the  character  of  a  reaction  against  the  change 
of  prices:  a  rise  of  prices  causes  a  reduction  of  the  demand, 
and  vice  versa.  This  reaction  against  changes  of  prices 
is,  clearly,  an  essential  requisite  of  the  stability  of  the 
equilibrium  of  prices,  once  it  has  been  attained. 

It  follows  from  this  that  it  suffices  for  the  solution 
of  the  problem  of  prices — to  the  extent  to  which  we  are 
considering  it — if  we  assume  that  the  demand  for  each 
of  the  articles  in  question  is  settled  as  soon  as  the  prices 
of  these  articles  are  fixed.  We  need  not  analyse  the 
demand  further  in  connection  with  the  problem  of  prices. 
The  extent  of  the  demand  at  a  given  price  is  a  tangible 
fact  of  a  quantitative,  arithmetical  nature,  and  in  this 
form  it  may  be  used  directly  in  economic  science  as  part 
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of  its  structure.  The  psychological  processes  which  lie 
behind  this  fact  have,  of  course,  a  certain  interest  for 
the  economist,  since  a  knowledge  of  them  helps  us  to 
estimate  correctly  the  influence  of  prices  on  demand. 
In  so  far  as  they  can  be  elucidated,  they  are  best  studied 
from  this  point  of  view;  but  that  study  clearly  does  not 
fall  within  the  domain  of  economic  theory  proper. 

We  have  to  point  this  out  particularly  in  opposition 
to  what  is  called  “  the  theory  of  marginal  utility.”  The 
first  objection  to  this  much-discussed  theory  is  that  it  is 
superfluous  in  economic  science.  The  theory  is  an 
attempt  to  press  the  psychology  of  the  demand  into  an 
abstract  mathematical  form.  The  “  utility  ”  of  the 
satisfaction  of  a  want  is  regarded  as  arithmetically  cal¬ 
culable.  When  a  want  is  satisfied  in  successive  equal 
doses,  the  corresponding  total  utility  increases,  but  more 
and  more  slowly;  the  final  addition  to  the  total  utility, 
the  “  marginal  utility,”  becomes  smaller  and  smaller. 
This  marginal  utility  must,  in  a  state  of  equilibrium, 
correspond  with  the  price  to  be  paid  for  the  last  dose 
of  the  satisfaction  of  wants.  This  is,  according  to  the 
theory  of  marginal  utility,  the  general  formula  which 
governs  every  economic  action. 

If,  for  the  sake  of  simplicity,  we  estimate  the  utility 
in  money,  the  utility  of  the  last  unit  of  the  commodity 
used  for  satisfying  a  want,  or  the  marginal  utility,  must 
be  equal  to  the  price  of  the  unit.  This  agreement  be¬ 
tween  marginal  utility  and  price  in  every  branch  of  the 
satisfaction  of  wants  is  a  sign  that  the  total  utility  of  the 
satisfaction  of  wants  in  the  economy  in  question  has 
reached  its  maximum.  For  every  extension  of  the  satis¬ 
faction  of  wants  in  one  branch  would  now  mean  an  increase 
of  utility  which  would  have  to  fall  short  of  the  price  to 
be  paid  for  it,  whilst  the  money  used  for  the  purpose 
would  be  withdrawn  from  other  branches  of  the  satis¬ 
faction  of  wants,  and  would  thus  occasion  a  loss  of  utility 
greater  than  the  sum  of  money.  The  whole  theory  of 
marginal  utility  can  also  be  conceived  as  a  theoretical 
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postulate  that  the  economic  subject  aims  at  the  maxi¬ 
mum  of  the  total  utility. 

This  purely  formal  theory,  which  in  no  sense  enlarges 
our  knowledge  of  the  real  processes,  is  in  any  case  super¬ 
fluous  as  far  as  the  problem  of  prices  is  concerned. 

We  must  further  observe  that  this  deductive  inference 
of  the  nature  of  the  demand  from  a  single  principle,  in 
which  so  much  childish  pleasure  has  been  taken,  was 
impossible  without  artificial  constructions  and  a  con¬ 
siderable  distortion  of  the  reality. 

First,  an  abstract  estimate,  expressed  in  any  scale  of 
reckoning  whatever,  of  the  utility  of  the  various  stages  of 
the  satisfaction  of  wants  in  all  its  branches  is  not  possible 
for  the  economic  man.  For  such  estimates  he  needs  at 
least  the  support  of  the  existing  prices,  and  the  most  that 
he  can  do  is  to  calculate  with  some  probability  the  change 
of  his  demand  that  would  be  caused  by  the  alteration  of 
one  price.  His  whole  scale  of  reckoning  is  necessarily 
bound  up  with  the  actual  prices.  If  we  keep  strictly 
to  the  simple  facts,  we  can  only  say  that  men  decide  what 
they  wifi  buy  when  all  the  prices  are  given:  decide,  that 
is  to  say,  upon  the  line  to  be  drawn  between  those  wants 
which  they  will  satisfy  and  those  which  they  will  ignore. 
Further  than  that,  as  we  said,  economic  science  need  not 
concern  itself  with  the  question. 

Further,  the  principle  that  the  marginal  utility  is 
equal  to  the  price  is  by  no  means  generally  sound.  Even 
when  a  want  can  be  satisfied  in  successive  doses,  it  is  not 
at  all  certain  that  the  last  dose  of  satisfaction  is  equal  in 
value  to  the  price.  As  far  as  the  wants  which  are  fully 
satisfied  are  concerned  it  is,  on  the  contrary,  the  rule 
that  even  the  utility  of  the  last  dose  is  appreciated  beyond 
its  price;  which  is  plain  from  the  fact  that  these  wants  are 
satisfied  even  if  the  price  is  a  little  higher — in  other  words, 
that  its  elasticity  is  equal  to  null.  Moreover,  the  various 
stages  of  the  satisfaction  of  wants  do  not  always  run  in 
the  continuous  series  which  the  theory  assumes.  A 
tenant  who  rents  a  house  at  j£ioo  will,  as  experience  has 
often  shown,  keep  the  house  even  if  the  price  is  raised 
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to  -£110.  Here  the  marginal  utility  is  higher  than  the 
price.  Yet  the  tenant  will  not  take  a  larger  or  better 
house,  because  one  to  suit  him  might,  perhaps,  have  a 
rent  of  .£120.  Hence  the  solution  of  the  problem  of  the 
equal  satisfaction  of  wants  on  the  part  of  the  individual 
as  it  is  usually  formulated  in  terms  of  the  theorj  of 
marginal  utility  is  not  correct.  If  we  are  to  speak  at  all 
of  an  estimate  of  the  value  of  wants,  we  must  be  content 
with  something  like  the  following  principle:  On  the 
existing  prices  every  want  that  is  considered  of  less  value 
than  the  price  of  satisfying  it  does  not  get  satisfaction, 
and  the  other  wants,  which  are  at  least  held  to  be  worth 
the  price,  are  satisfied. 

When  we  regard  all  the  various  individual  economies  in 
a  large  exchange  economy,  one  may  say  with  fair  accuracy 
that  a  good  that  can  be  bought  in  a  number  of  small  por¬ 
tions  and  is  the  obj  ect  of  a  general  demand  yields  a  marginal 
utility  which  is  equal  to  the  price  of  it.  For  there  will 
probably  be  some  one  amongst  the  large  number  of  pur¬ 
chasers  who  will  think  a  unit  dose  of  the  good  just  worth 
its  price.  This  purchaser  is  usually  called  a  marginal 
purchaser.  As  far  as  such  marginal  demand  exists 
it  is  approximately  correct  that  the  ratio  between  mar¬ 
ginal  utility  and  price  is  the  same  in  every  branch  of 
the  satisfaction  of  wants,  and  we  can  accept  this  thesis 
as  a  solution  of  the  problem  of  the  equal  satisfaction  of 
wants  in  the  entire  economy  with  certain  reserves.  But 
the  formula  is  not  as  generally  applicable  nor  as  clear  as 
that  to  which  we  are  led  by  a  consideration  of  the  neces¬ 
sarily  restrictive  influence  of  prices  on  the  satisfaction 
of  wants — namely,  that  those  wants  for  the  satisfaction 
of  which  the  economy  in  question  is  ready  to  pay  the 
price  are  satisfied,  the  others  not. 

Thus  the  introduction  of  the  idea  of  marginal,  utility 
is  no  particular  gain,  though  it  may  be  convenient  at 
times  to  apply  the  phrase.  In  trying  to  make  it  the  basis 
of  a  whole  economic  theory,  by  declaring  the  marginal 
utility  to  be  the  determining  factor  of  price  or  “  value,” 
a  quite  untenable  position  has  been  taken  up.  In 
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accordance  with  the  principle  of  scarcity,  it  is  the  object 
of  the  fixing  of  prices  so  to  restrict  the  demand'  that  it 
can  be  met  with  the  available  supply  of  goods.  Hence  the 
demand  for  an  article  must  be  cut  down,  somewhere,  by 
the  price  of  it.  Although  the  importance  of  the  ultimate 
satisfaction  of  the  want  is  then  equal  to  the  price,  this 
cannot  possibly  be  turned  into  a  statement  that  this 
importance  fixes  the  price.  On  the  contrary,  the  price 
settles  to  what  extent  wants  shall  be  satisfied,  and  therefore 
which  is  the  “  ultimate  ”  want,  or  the  “  marginal  ”  want. 
The  price  itself  is  settled  by  the  fact  that  the  demand 
must  be  reduced  to  the  point  at  which  it  can  be  met  with 
the  existing  supply  of  goods.  We  must,  therefore,  resist 
any  attempt  to  represent  the  theory  of  marginal  utility 
as  a  solution  of  the  problem  of  prices  or  even  of  “  the 
problem  of  value.” 

The  idea  that  the  economic  man  can  estimate  in  money 
the  importance  of  his  wants  in  abstractor  or  independ¬ 
ently  of  the  existing  prices,  has  led  some  to  compare  the 
importance  of  a  want  measured  in  this  way  with  the 
price  actually  paid  for  the  satisfaction  of  it,  and,  if  the 
importance  is  greater  than  the  price,  to  regard  the 
difference  as  a  special  gain  to  the  consumer.*  This  gain 
or  “  surplus  ”  of  the  consumer  is  supposed  to  be  equal  to 
the  difference  between  the  highest  price  which  the  con¬ 
sumer  would  pay  for  the  article,  if  he  could  not  get  it 
cheaper,  and  the  actual  price.  To  this  we  may  reply 
that  the  valuation  of  goods  is  essentially  a  matter  of  the 
actual  prices,  and  is,  in  the  long  run,  merely  the  decision 
what  will  be  consumed  in  view  of  the  actual*  prices.  The 
money  scale  in  which  the  article  is  valued  has  no  definite 
meaning  except  in  terms  of  actual  prices.  If  we  take 
two  entirely  different  sets  of  prices,  the  valuations  of  an 
article  are  expressed  in  different  money  scales  in  the  two 
cases  and  are,  therefore,  not  directly  comparable.  It  is 
true  that  the  difference  is  so  slight  that  it  may  be  ignored 
when  one  is  considering  a  small  alteration  of  the  price 

•  “  Consumer’s  Surplus,”  Marshall  ( Principles  of  Economics,  Book  III., 
ch.vi.). 
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of  an  article  that  is  of  no  great  consequence  in  the  budget 
of  the  economy  in  question.  But  we  must  insist  that  it  is 
impossible  to  give  an  exact  definition  of  what  is  called 
the  “  consumer’s  surplus.” 

It  is  part  of  the  idea  of  an  economy  that  there  shall 
be  a  certain  restriction  of  wants:  a  selection  of  a  certain 
number  out  of  an  indefinite  amount  of  wants  to  be 
satisfied.  The  economic  principle  requires  that  every 
want  that  is  satisfied  shall  be  more  important  than  the 
one  that  is  not  satisfied.  It  is  of  great  consequence  to 
every  economic  order  how  this  requirement  is  met.  In 
the  self-contained  individual  economy  the  required 
classification  of  wants  is  effected  by  a  single  will.  Within 
the  bounds  of  the  exchange  economy  each  household 
makes  a  corresponding  classification  of  its  wants.  But 
for  the  classification  of  the  total  wants  of  the  entire 
economy  there  is  no  such  authority.  How  can  there  be 
a  comparison  of  the  importance  of  two  different  wants 
when  they  belong  to  two  different  individual  economies  ? 
For  this  purpose  the  exchange  economy  needs  a  common 
measure  of  the  importance  of  all  the  different  wants. 
It  finds  this  common  standard  by  fixing  a  single  price  for 
each  article  of  the  same  quality,  and  exacting  payment 
of  this  price  before  the  want  shall  be  satisfied.  This 
means  that  a  want  for  which  the  price  demanded  is  paid 
is  always  regarded  as  more  important  than  some  other 
want  for  which  the  price  is  not  paid.  Thus  the  exchange 
economy  measures  the  importance  of  the  various  wants 
by  the  sums  of  money  that  are  paid  for  the  satisfaction 
of  them. 

It  may  be  asked  whether  this  way  of  realising  the 
economic  principle  is  the  right  way.  It  is  easy  to  object 
that  a  hungry  man’s  want  of  bread  is  much  more  impor¬ 
tant  than  a  rich  man’s  want  of  it  for  feeding  his  dogs, 
and  that  a  community  which  satisfies  the  latter  want  in 
preference  to  the  former  does  not  act  reasonably  with  its 
resources.  But  the  objection  is  either  to  the  irrational 
use  which  the  wealthy  make  of  their  money,  and  to  that 
extent  is  not  an  objection  in  principle  to  uniform  prices, 
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or  it  is,  in  the  main,  a  criticism  of  the  actual  distribution 
of  income.  It  is  this,  not  the  uniform  price  of  bread, 
which  is  to  blame  if  the  poor  cannot  get  enough  bread. 
It  might  be  suggested  that  the  evil  should  be  remedied 
by  selling  things  to  the  poor  at  lower  prices.  If  this 
plan  were  carried  out  all  round,  it  would  be  the  same  thing 
as  raising  the  income  of  the  poorer  classes.  On  what 
conditions  this  is  possible,  and  how  it  can  be  reconciled 
with  the  bases  and  the  economic  life  of  the  exchange 
economy,  is  a  question  that  we  will  carefully  consider  in 
the  last  chapter  of  the  next  Book.  But  if  the  cheapening 
of  commodities  for  the  poor  is  carried  out  only  partially, 
for  selected  classes  of  goods,  it  would  amount  to  an 
encroachment  upon  the  free  choice  of  consumption  of 
the  poorer  classes.  That  is  a  transgression  of  the  general 
principle  of  the  exchange  economy  which  demands  that 
the  distribution  of  the  available  consumable  goods 
amongst  the  various  ways  of  satisfying  wants  shall  be 
left  to  the  individual.  Attempts  are  sometimes  made, 
however,  particularly  by  public  bodies,  to  provide  certain 
articles  at  reduced  prices,  or  even  gratuitously,  to  the 
poorer  classes.  But,  as  we  have  said,  these  attempts  are 
based  upon  ideas  that  are  foreign  to  the  nature  of  the 
exchange  economy;  they  are  really  Communistic  ideas. 
We  have  at  the  same  time  attempts  to  raise  the  price 
of  other  articles,  such  as  brandy,  by  taxation,  in  order 
to  reduce  the  consumption  of  them.  Here  we  have  a 
sort  of  paternal  authority  exercised  over  the  individual’s 
free  choice  of  consumption,  and  we  will  say  no  more  of  it 
here  than  that  it  is  not  part  of  the  character  of  an  exchange 
economy,  and  we  must  therefore  ignore  it  in  an  inquiry 
into  the  essential  features  of  such  an  economy. 

The  fixing  of  uniform  prices  is  the  particular  way  in 
which  the  typical  exchange  economy  applies  the  principle 
of  the  most  “  economical  ”  use  of  its  available  goods. 
This  fact  we  will  take  as  the  basis  of  the  following  studies. 
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§  12.  The  Regulation  of  Production.  The  Principle 
of  Scarcity. 

In  the  preceding  section  we  took  for  granted,  and 
regarded  as  fixed,  the  available  quantities  of  various 
goods.  We  will  now  drop  this  assumption.  It  is  not 
in  accord  with  reality,  because,  as  most  goods  can  be 
produced,  the  quantities  of  the  various  finished  goods 
which  are  offered  to  consumers  generally  depend  upon 
the  management  of  production.  The  existing  means  of 
production  can,  as  a  rule,  be  used  for  different  purposes, 
and  thus  the  supplies  to  consumers  can  be  greatly  varied. 
We  shall  now,  therefore,  assume  that  the  various  elemen¬ 
tary  means  of  production,  or  those  which  cannot  them¬ 
selves  be  increased  by  production — we  will,  in  what 
follows,  call  them  simply  “  means  of  production  ” — 
exist  in  definite  quantities  or,  rather,  are  available  in 
definite  quantities  within  a  given  space  of  time.  Let  us 
call  them  the  supply  of  means  of  production ,  and  regard 
this  supply  as  one  group  of  the  given  factors  of  the 
problem  we  are  discussing. 

The  question  is,  then:  Which  kinds  of  goods  are  to 
be  produced  ?  The  general  economic  principle  requires 
that  the  available  means  of  production  shall  be  used  in 
the  most  economical  manner:  that  is  to  say,  that  produc¬ 
tion  shall  proceed  on  such  lines  as  to  meet  the  most 
important  wants.  Thus  the  realisation  of  the  economic 
principle  in  regard  to  the  direction  of  production  in  the 
economy  depends  upon  the  way  in  which  the  wants  are 
graduated.  Since  we  have,  in  regard  to  the  regulation 
of  consumption,  recognised  that  the  amount  of  money 
that  is  offered  for  the  satisfaction  of  various  wants  is  the 
measure  of  the  importance  of  those  wants,  the  same 
standard  must  hold  good  for  the  regulation  of  production. 
We  thus  come  to  the  conclusion  that  the  means  of  pro¬ 
duction  must  be  used  in  such  ways  that  they  will  meet  the 
demands  which  will  pay  most.  The  solution  of  the 
problem  is,  therefore,  to  fix  uniform  prices  for  the  means 
of  production;  to  determine  the  prices  of  finished  goods 
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according  to  these  prices;  and  to  control  production  in 
such  a  way  that  those  wants  are  met  which  are  prepared 
to  cover  the  price  of  satisfying  them,  determined  in  this 
way,  and  the  others  not.  If  proper  prices  are  put  upon 
the  means  of  production  the  demands  of  consumers  can 
be  so  far  restricted  that  they  can  be  met  with  the  relatively 
scarce  existing  means  of  production.  This  is  enough 
to  settle  the  prices  of  the  means  of  production  and  there¬ 
fore  also  of  the  finished  products.  We  thus  determine 
both  the  demand  and  the  entire  direction  of  production. 
And,  as  is  clear,  this  solution  of  the  problem  is  merely 
an  application  of  the  principle  of  scarcity  to  the  general 
case  we  are  considering. 

The  demand  for  finished  products  jg  indirectly  a 
demand  for  means  of  production.  It  seeks  to  attract 
the  means  of  production  to  one  or  other  use.  It  is  a 
competition  of  consumers  for  the  means  of  production; 
and  in  the  exchange  economy  this  competition  can  only 
be  met  by  putting  sufficiently  high  prices  on  the  means 
of  production  to  bring  the  demand  into  harmony  with  the 
available  supply.  If  the  importance  of  the  want  is 
measured  by  the  sum  of  money  that  is  offered  for  the 
satisfaction  of  it,  the  prices  of  the  means  of  production 
must  be  uniform:  that  is  to  say,  the  same  price  must  be 
paid  for  the  same  means  of  production  whatever  use  is 
made  of  it.  This  secures  that  every  want  which  pays  the 
price  is  satisfied,  and  the  others  not;  and  that  every 
means  of  production  is  used  in  the  most  “  economical  ” 
way  according  to  the  standard  adopted. 

If,  for  instance,  copper  can  be  used  either  for  kitchen 
vessels  or  in  electrical  industry,  the  most  economical  use  of 
the  available  stock  of  copper  requires  that  the  copper¬ 
smith  shall  pay  the  same  price  for  the  metal  as  the 
electrician.  If  it  were  sold  more  cheaply  to  one  branch 
of  production  than  the  other,  this  would  clearly  mean 
that  part  of  the  copper  would  be  used  for  less  important 
purposes  than  it  might  be.  This  applies  to  labour 
generally.  The  economic  principle  requires  that  all 
labour  shall  be  used  where  it  gets  the  highest  wage.  This 
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requirement  is  met  when  there  is  only  one  price  for  all 
labour  of  the  same  character  and  quality;  when  this  labour 
gets  the  same  wage  in  all  the  different  branches  of  pro¬ 
duction  in  which  it  is  employed. 

On  means  of  production  that  are  abundant  it  is  not 
necessary  to  put  a  price,  as  in  this  case  there  is  no  need 
to  restrict  the  demand.  For  other  means  of  production 
prices  must  be  calculated  according  to  their  relative 
scarcity,  so  that  the  effective  demand  for  each — the 
demand  that  is  ready  to  pay  the  price — shall  be  small 
enough  to  be  met  with  the  existing  quantity  of  means 
of  production.  Thus  economy  requires  that  the  means  of 
production  also  shall  be  priced  according  to  the  principle 
of  scarcity. 

Thus  the  process  of  fixing  prices  in  the  exchange 
economy  embraces  both  the  elementary  means  of  pro¬ 
duction  and  all  the  finished  products  for  consumption, 
as  well  as  all  articles  in  the  intermediate  stages  of  the 
productive  process.  This  price-fixing  process  is  deter¬ 
mined  by  the  conditions  which  apply  to  it,  and  all  the 
prices  are  then  fixed,  and  fixed  simultaneously.  The  social- 
economic  work  of  this  general  price-fixing  process  is,  to 
put  it  briefly,  the  realisation  of  the  general  economic 
principle  in  the  exchange  economy.  The  process  effects 
this  by  regulating  the  demand  through  the  exclusion  of 
the  less  important  wants  and  directing  production  along 
the  line  of  a  full  and  most  economical  use  of  all  the  existing 
means  of  production.  This  complete  price-fixing  process 
includes  the  fixing  of  prices  for  finished  goods  with  which 
we  dealt  in  the  last  section,  the  object  of  which  is  to 
regulate  the  demand  in  harmony  with  the  available 
quantities  of  these  goods. 

Once  prices  have  been  fixed  for  the  means  of  pro¬ 
duction,  a  price  will  be  calculated  for  each  finished 
product  corresponding  to  the  total  price  of  all  the  means 
of  production  required  for  preparing  it.  In  the  present 
section  we  assume  that  this  quantity  of  means  of  pro¬ 
duction  is  definite,  so  that  the  said  total  price  can  be 
estimated.  This  price  we  call  the  cost  of  the  finished 
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product.  Cost  in  this  sense  is  essentially  an  idea  proper 
to  an  exchange  economy,  and  is  determined  by  the  fixing 
of  prices  in  the  economy.  The  word  “  cost  ”  is  also 
used  to  indicate  the  real  cost  of  production  or  the  sum 
of  quantities  of  means  of  production  required.  This, 
however,  cannot  be  arithmetically  defined,  and  therefore 
there  can  be  no  arithmetical  comparison  of  different 
“  costs.” 

It  is  necessary  to  point  out  the  difference  between 
cost  as  we  define  it  and  as  it  is  usually  defined  in  economic 
science,  especially  in  Marshall’s  exposition  of  it.*  In 
Marshall’s  opinion  cost  chiefly  represents  a  personal 
exertion,  a  sacrifice  which  must  have  some  compensation 
if  it  is  to  be  made.  Here  we  take  cost  in  a  purely  objective 
way,  as  the  result  of  the  price-fixing  process.  For  our 
definition  of  cost  the  scarcity  of  the  relevant  means  of  pro¬ 
duction  is  the  only  essential  requisite.  The  price  need  only 
be  based  upon  this  scarcity,  and  is  by  no  means  necessarily 
conceived  as  a  condition  of  the  supply  of  the  relevant 
means  of  production.  We  shall  see  that  this  distinction 
is  of  far-reaching  importance  in  dealing  with  the  settle¬ 
ment  of  the  prices  of  the  chief  groups  of  means  of  pro¬ 
duction,  and  therefore  in  theoretical  economics  generally 
(compare  §  1 8). 

From  the  point  of  view  of  an  individual  economy  or 
some  special  branch  of  production  the  cost  of  the  pro¬ 
duction  of  any  article  must  naturally  seem  to  be  fixed. 
For  the  demands  which  are  made  from  this  quarter  upon 
the  means  of  production  are  generally  insignificant  in 
comparison  with  the  total  demand  of  the  exchange 
economy  upon  them,  and  the  prices  of  them  must  be 
mainly  determined  by  external  factors.  This  has  led 
some  to  take  the  cost  of  production  as  the  determining 
factor  of  the  price  of  the  product.  The  idea  is  un¬ 
tenable,  since  the  cost  of  production  is  not  an  independent 
entity;  it  is  settled  by  the  prices  of  the  means  of  produc¬ 
tion,  and  these  prices,  as  well  as  the  prices  of  the  finished 
products,  become  means  of  regulating  production  and 

*  Marshall,  Principles,  Book  V.,  ch.  iii.,  §  2. 
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demand  through  the  great  single  process  of  the  fixing 
of  prices.  The  opposite  idea  also,  that  the  prices  of 
the  means  of  production  are  determined  by  the  prices 
of  the  finished  products — in  the  long  run  by  the  valuation 
of  these  on  the  side  of  the  demand — has  not  been  without 
adherents.  The  whole  of  what  is  called  the  recent 
subjective  theory  of  value  is,  in  the  main,  an  expression 
of  this  idea.  In  opposition  to  all  these  views  we  must 
insist  that  in  the  general  process  of  fixing  prices  there  is 
no  graduation  of  prices  in  the  sense  that  some  of  them  are 
determining  factors  of  the  others. 

The  process  of  fixing  prices  which  we  have  described 
means  that  every  finished  article  receives  a  price  that 
corresponds  with  the  cost  of  producing  it;  or,  more 
generally,  that  every  demand  shall  bear  the  whole  cost 
of  satisfying  it.  We  may  call  this  the  “  principle  of  cost.” 
From  the  very  nature  of  cost  the  principle  must  be 
regarded  as  merely  a  consequence  of  the  general  economic 
principle.  It  is  an  expression  of  the  economic  principle 
in  regulating  the  productive  exchange  economy  by  means 
of  the  settlement  of  prices.  Hence  the  principle  of  cost 
has  the  same  inherent  necessity  as  the  fixing  of  prices, 
and  it  belongs  to  the  very  nature  of  the  exchange  economy 
in  the  sense  in  which  we  may  say  this  of  the  fixing  of 
prices. 

The  absolute  antithesis  of  the  principle  of  cost  is  the 
“  gratis  principle,”  in  virtue  of  which  economic  goods 
are  offered  to  consumers  without  any  special  payment. 
This  clearly  implies  an  authoritative  regulation  both  of 
consumption  and  production,  and  therefore,  if  it  is 
logically  carried  out,  it  leads  to  the  economic  form  which 
we  have  called  Communism.  There  are,  however,  small 
deviations  from  the  principle  of  cost  possible  without 
going  as  far  as  Communism.  Certain  articles  may  be 
supplied  below  cost  price,  or  a  demand  may  be  satisfied 
without  it  paying  the  full  cost  of  the  satisfaction.  Such 
deviations  frequently  occur  in  the  existing  exchange 
economy,  but  they  are  generally  regarded  as  departures 
from  the  normal,  if  not  as  pieces  of  bad  policy  or  defective 
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organisation  of  our  national  economy,  or  at  the  most  as 
temporary  necessities. 

This  suffices  to  give  a  first  view  of  the  character  of 
the  price-fixing  process.  In  reality,  the  matter  is  not  so 
simple.  The  means  of  production  that  exist  and  are 
demanded  to-day  serve  to  satisfy  future,  rather  than 
present,  wants.  Hence  the  connection  between  the 
prices  of  the  finished  articles  of  to-day  and  those  of  the 
means  of  production  to-day  is  not  direct.  It  is  based 
upon  the  condition  which  we  impose  upon  our  economy 
that  it  shall  keep  its  balance;  that,  therefore,  all  prices 
shall  remain  unchanged  as  long  as  this  equilibrium  is 
maintained;  and  that,  consequently,  the  future  prices, 
especially  of  finished  goods,  shall  be  the  same  as  those 
of  to-day. 

In  analysing  our  problem  we  have  always  to  study 
this  condition  of  equilibrium.  The  general  theory  of 
the  fixing  of  prices  cannot  be  anything  else  than  a  deter¬ 
mination  of  the  conditions  that  are  needed  for  the  prices 
to  remain  unchanged  as  they  are  at  any  given  moment. 
This  condition  of  equilibrium  is  conceivable  in  either  a 
stationary  or  an  evenly  progressive  economy.  The  former 
case  is,  of  course,  much  the  simpler;  but  the  second  also 
must  be  taken  into  account  if  we  want  to  be  clear  about 
the  fixing  of  prices  in  an  economy  with  continual  forma¬ 
tion  of  capital. 

In  a  stationary  economy  the  demand  remains  constant, 
and  is  always  restricted  to  the  same  extent  by  the  constant 
prices  of  finished  articles.  It  might  then  be  justified, 
on  a  first  view  of  the  problem  of  the  fixing  of  prices,  to 
speak  of  the  demand  for  finished  goods  as  an  indirect 
demand  for  the  means  of  production,  without  going  into 
details  as  to  the  time  of  the  demand.  But  if  we  want  to 
be  accurate,  we  must  regard  the  stationary  economy  as  a 
continuous  process,  and  we  must  lay  down  the  conditions 
of  the  constancy  of  this  process.  We  then  find  that  a 
steady  stream  of  elementary  means  of  production  is  con¬ 
tributed  to  production,  and  that  by  means  of  these  pro¬ 
duction  pours  out  a  steady  stream  of  finished  articles  for 
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consumers:  the  process  as  a  whole  is  constant.  Uniform 
prices  are  put  on  the  elementary  means  of  production, 
and  these  prices  remain  constant.  On  the  basis  of  these 
the  prices  of  the  finished  goods  are  calculated.  These 
prices,  which  also  remain  constant,  govern  the  demand 
for  finished  goods,  and  the  demand  also  remains  constant. 
The  continuous  production  of  these  goods  requires  a 
steady  accession  of  elementary  means  of  production  in 
definite  quantities,  and  these  must  be  in  accord  with  the 
actually  available  resources.  These  conditions  suffice 
to  settle  the  prices  both  of  the  means  of  production  and 
of  the  finished  goods. 

As  the  past  is  in  itself  of  no  interest  to  economics,  the 
analysis  must  really  begin  with  the  present.  We  have 
then  to  make  a  transverse  section  of  the  economy  as  it  is 
to-day.  This  section  reveals  the  existence  of  a  certain 
quantity  of  real  capital,  which,  as  its  origin  is  not  to  be 
further  analysed,  must  be  put  on  the  same  footing  as  the 
elementary  means  of  production.  If  this  real  capital  is 
maintained,  or  new  real  capital  is  produced  to  take  its 
place,  the  prices  of  the  existing  real  capital  must,  if  there 
is  to  be  equilibrium,  agree  with  the  prices  of  that  which 
comes  from  the  subsequent  process  of  production.  To 
that  extent  the  fixing  of  prices  is  traced  to  the  constant 
new  streams  of  elementary  means  of  production.  It  is, 
therefore,  only  the  real  capital  existing  to-day,  which 
lasts  for  ever,  that  is  to  be  regarded  from  the  point  of  view 
of  the  pricing  as  independent  elementary  means  of  pro¬ 
duction.  It  is  to  be  put  on  a  level  with  land. 

In  the  evenly  progressive  economy  both  the  accession 
of  elementary  means  of  production  and  the  deliveries 
of  finished  goods  are  constantly  increasing.  The  future 
demand  will  be  different  from  the  present,  and  this  fact 
must  not  be  overlooked  in  studying  pricing.  To  solve 
the  problem  we  have  to  discover  the  conditions  of  equili¬ 
brium  in  the  evenly  progressive  economy  with  constant 
prices.  Formally  these  conditions  are  the  same  as  those 
indicated  for  the  stationary  economy.  Prices  are  fixed 
by  restricting  the  demand  for  finished  goods  so  far  that 
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it  can  be  met  with  the  available  means  of  production. 
But  the  supply  of  goods  to  meet  the  demand  is  in  this 
case  constantly  increasing  in  volume,  and  the  supply  of 
means  of  production  increases  at  the  same  rate.  The 
means  of  production  available  in  the  present  unit-period 
must  be  equal  to  the  demands  which  a  steadily  growing 
demand  for  finished  goods  makes  upon  them.  The 
demand  in  question  belongs  to  a  whole  series  of  unit- 
periods  from  the  present  far  into  the  future.  The  prices 
of  the  means  of  production  must  be  put  at  such  a  level 
that  the  prices  of  finished  goods  based  upon  them  suffi¬ 
ciently  restrict  this  constantly  increasing  demand. 

As  the  price-fixing  process  extends  to  the  means  of 
production,  and  therefore  a  price  is  paid  for  each  means 
of  production  that  is  scarce,  this  price  will  pass  to  the 
owner  of  the  means  of  production  and  represent  an 
element  in  the  constitution  of  his  income.  Who  these 
owners  are  depends  upon  the  organisation  of  the  com¬ 
munity,  particularly  upon  the  relative  proportions  of 
private  and  collective  ownership ;  but  it  is  not  a  matter  of 
great  consequence  as  far  as  our  conception  of  the  nature 
of  income  is  concerned.  There  is,  however,  as  we  have 
already  said  (§  7),  one  means  of  production  which  neces¬ 
sarily  belongs  to  the  individual  in  the  exchange  economy — 
his  labour.  It  is  only  by  the  individual’s  control  over 
his  own  labour  that  the  individual  economy  becomes  the 
independent  economic  unit,  the  existence  of  which  within 
the  total  economy  is  characteristic  of  the  exchange 
economy.  Within  the  exchange  economy,  therefore, 
the  individual  economies  always  have  independent 
incomes,  whether  these  come  from  labour  only  or  from 
the  possession  of  other  means  of  production;  and  these 
incomes  are  fixed,  if  the  prices  of  the  means  of  production 
are  fixed.  If  some  of  the  means  of  production  are  owned 
collectively,  the  relevant  collective  organisations  derive 
an  income  from  them;  but  they  must,  as  we  saw  (§  10), 
be  put  on  the  same  footing  as  individual  economies  in 
considering  the  total  economy. 

This  changes,  to  some  extent,  the  idea  of  income. 
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To  begin  with,  we  conceived  income  as  the  quantity  of 
finished  goods  that  pass  to  the  individual  in  the  unit- 
period,  adding  the  increase  of  real  capital.  We  have 
then  defined  income,  in  terms  of  the  monetary  economy, 
as  the  money  value  of  this  real  income.  This  income  is 
now  traced  back  to  its  sources  and  is  conceived  as  the  sum 
of  money  which  the  individual  economy  receives  for  the 
means  of  production  delivered  by  it  during  the  unit- 
period.  This  money  income  is  partly  “  consumed  ”  and 
partly  “  saved”:  that  is  to  say,  is  used  partly  for  the 
purchase  of  finished  goods  which  pass  into  consumption, 
partly  (directly  or  indirectly)  for  the  purchase  of  goods 
which  represent  an  increase  of  the  real  capital  of  the 
individual  economy.  The  sum  of  the  incomes,  in  this 
sense,  of  the  individual  economies  may  be  regarded  as  the 
total  income  of  the  exchange  economy.  This  income 
purchases  the  whole  of  the  finished  goods  which  issue  from 
the  productive  process  in  the  period  as  well  as  the  increase 
of  real  capital  during  the  period;  and  it  thus  serves  for 
full  payment  of  the  co-operation  of  the  means  of  produc¬ 
tion  during  the  period.  It  follows  that  our  idea  of 
income  remains  essentially  the  same,  though  it  presents 
different  aspects  from  different  points  of  view. 

This  entire  process  of  the  formation  of  income  falls 
completely  within  the  general  price-fixing  process,  and 
is  determined  by  it.  Hence  the  fixing  of  prices  includes 
also  the  process  which  is  usually  called  “  distribution,” 
though  it  may  be  described  as  simply  the  real  formation 
of  income.  But  it  will  be  shown  in  §  19  that  the  forma¬ 
tion  of  income  depends  also  on  other  elements  which  lie 
outside  the  price-fixing  process. 

The  income  of  the  individual  economy  is  generally, 
as  we  saw,  partly  saved  and  partly  consumed.  Sometimes 
the  individual  needs  more  than  his  income,  and  he  gets 
this  from  the  saved  income  of  other  economies,  by  way 
of  loan,  for  instance.  The  income  set  aside  in  each  indi¬ 
vidual  case  for  consumption  represents  “  the  sum  of  money 
which  each  household  pays  for  the  satisfaction  of  its 
wants  during  the  period  in  question  ”  (p.  74),  and  this,  up 
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to  the  present,  we  have  taken  for  granted.  We  now  find 
that  in  reality  this  sum  of  money  depends  upon  income, 
and  therefore  upon  the  prices  of  the  means  of  production. 
Possibly  the  individual  is  influenced  in  the  extent  of  his 
saving  both  by  the  amount  of  his  income  and  the  prices 
of  finished  goods.  The  sum  of  money  in  question  is 
then  at  any  rate  determined  when  the  prices  of  the 
means  of  production  are  settled.* 

We  must  now  drop  the  assumption  we  have  so  far 
made  in  taking  this  sum  of  money  as  a  given  factor  of  the 
problem.  But  this  does  not  alter  the  conditions  in¬ 
dicated  by  which  the  price-fixing  problem  is  governed. 
For  they  presuppose  only  that  the  demand  for  finished 
goods  is  fixed  once  the  prices  of  the  means  of  production, 
and  therefore  the  prices  of  finished  goods,  are  settled. 

In  the  stationary  exchange  economy,  in  which  on  the 
whole  there  is  no  saving,  the  income  determined  by  the 
prices  of  the  means  of  production  is  used  entirely  for  the 
purchase  of  finished  goods  delivered  for  consumption 
during  the  income-period.  The  total  value  of  the  means 
of  production  which  are  drafted  into  the  productive 
process  during  the  period  is  equal  to  the  total  value  of  the 
goods  finished  in  the  same  period.  The  sum  of  money 
set  aside  for  the  purchase  of  finished  goods  in  each  unit- 
period  is  constant  in  the  stationary  economy. 

In  the  evenly  progressive  economy,  on  the  other  hand, 
only  a  part — a  constant  fraction — of  the  income  deter¬ 
mined  by  the  prices  of  the  means  of  production  is  used 
for  the  purchase  of  finished  goods.  This  part  is,  however, 
equal  to  the  value  of  the  finished  goods  produced  during 
the  income-period.  It  is  obvious  that  here  the  total 
value  of  the  means  of  production  must  be  greater  than 
the  total  value  of  the  finished  products.  The  use  of 
means  of  production  during  the  period  is  calculated 
for  a  production  of  finished  goods  which  stretches  from 
the  present  far  into  the  future,  and  therefore  in  the 
progressive  economy  necessarily  exceeds  the  present 

*  As  to  the  significance  of  the  rate  of  interest  in  this  connection 
see  §  25. 
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production.  This  supply  of  means  of  production  will, 
therefore,  if  prices  are  constant,  represent  a  higher  value 
than  the  quantity  of  goods  finished  in  the  same  period. 
The  remainder  of  the  income  determined  by  the  prices 
of  the  means  of  production  is  used,  as  we  saw,  to  pay  for 
the  increase  of  real  capital.  The  sum  of  money  which  is 
used  in  the  unit-period  for  the  purchase  of  finished  goods 
increases  steadily,  and  at  the  same  rate  as  the  progress 
of  the  exchange  economy  as  a  whole.  This  is  true  also, 
of  course,  of  the  sum  of  money  which  purchases  the 
increase  of  real  capital.  When  the  conditions  which 
govern  saving  are  given,  the  rate  of  progress,  and  conse¬ 
quently  the  entire  equilibrium  of  the  evenly  progressive 
economy,  are  determined.  But  this  aspect  of  the  pro¬ 
blem  cannot  be  fully  discussed  until  we  come  to  §  25. 

Up  to  the  present  we  have  dealt  with  the  fixing  of 
prices  in  general,  and  the  formation  of  income  in  par¬ 
ticular,  on  the  current  assumption  that  the  total  extent, 
expressed  in  money,  of  each  individual  demand  is  given. 
There  is  no  logical  defect  in  this,  as  one  might  be  inclined 
to  suppose.  In  the  actual  economic  life  all  the  unknown 
factors  of  the  price-fixing  process  depend  upon  each  other, 
and  they  are  only  determined,  and  then  all  determined 
together,  when  we  solve  the  problem  of  pricing.  The 
demand  and  the  income  of  the  individual  economies 
necessarily  depend  upon  the  prices  of  the  means  oi 
production,  and  therefore  can  only  be  determined  in 
connection  therewith,  by  the  great  single  process  of 
fixing  prices.  This  does  not  prevent  us  from,  in  the 
meantime,  taking  for  granted  the  prices  of  the  means  of 
production,  and  consequently  the  income  and  the  total 
demand  of  the  individual  expressed  in  money,  and  asking 
what  conditions  must  be  realised  in  order  that,  at  these 
prices,  the  demand  for  finished  goods  shall  be  covered  by 
production. 

This  method  is  prescribed  by  the  nature  of  things  for 
all  our  investigations  of  the  general  price-fixing  pio-ess. 
The  casual  connection  between  the  different  variables 
of  the  matter  is  not  a  one-sided  one,  working  in  one 
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definite  direction,  in  which  one  link  always  follows  upon 
another  and  is  determined  by  it,  but  is  in  the  nature  of  a 
closed  chain  of  causes,  in  which  each  link  depends  upon 
all  the  others,  and  which  may  be  followed  in  any  direction. 
Economic  science  has  wasted  a  good  deal  of  time  in  con¬ 
troversies  as  to  whether  one  or  other  group  of  unknown 
elements  in  the  price-fixing  process  was  to  be  regarded 
as  cause  or  effect.  It  is  time  to  cut  all  such  discussions 
out  of  our  science.  We  will  get  a  more  complete  and 
more  profound  insight  into  the  nature  of  the  causal 
connection  to  which  we  have  referred  by  studying  in 
the  following  chapter  the  general  mechanism  of  the 
price-fixing  process. 

§  13.  Supplementary  Principles  of  Price-Fixing. 

In  real  life  the  pricing  process  reveals  a  series  of 
complications  which  we  have  hitherto  left  out  of  con¬ 
sideration.  We  started  with  the  assumption  that  the 
cost  of  production  of  an  article  is  always  determined  as 
soon  as  the  prices  of  the  means  of  production  are  given. 
The  reality  differs  from  this  assumption  for  various 
reasons.  There  are,  as  a  matter  of  fact,  very  general 
cases  in  which  the  cost  of  production  is  indefinite  in  one 
or  other  respect.  In  these  cases  the  problem  of  fixing 
prices  is  obviously  open  to  some  extent,  and  can  only  be 
settled  when  certain  new  conditions  are  introduced. 
This  means  that  the  principle  of  scarcity  alone  is  not 
enough  to  determine  prices,  but  must  be  supplemented 
by  certain  other  principles  which  represent  new  conditions 
of  pricing  and  put  an  end  to  the  vagueness  of  the  problem. 
We  shall  find  that  these  supplementary  principles  are 
themselves  consequences  of  the  general  economic  principle, 
and  at  least  in  the  actual  economic  life  act  as  normal 
rules  in  the  fixing  of  prices. 

In  the  first  place,  the  same  article  may  be  produced 
in  different  businesses  under  more  or  less  favourable 
conditions.  For  the  satisfaction  of  the  demand  those 
enterprises  must  be  selected  which  have  the  best  con¬ 
ditions  of  production.  But  it  is  possible  that  the  demand 
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cannot  be  satisfied  unless  a  number  of  businesses  with 
different  conditions  are  engaged  in  the  work.  In  this 
case  the  same  article  will  be  produced  in  different  and 
independent  businesses  at  a  different  cost,  though,  being 
an  identical  article,  it  must  have  one  price.  At  what 
price  is  it  to  be  sold  ?  The  general  economic  principle 
clearly  requires  that  the  article  shall  have  a  price  corre¬ 
sponding  to  the  highest  of  the  various  costs  of  production. 
Otherwise  in  the  business  with  the  highest  cost  of  pro¬ 
duction  the  means  of  production  would  be  used  to  meet 
a  demand  which  would  not  pay  the  full  price  for  them; 
which  clearly  means,  according  to  the  way  of  classifying 
wants  which  is  peculiar  to  the  exchange  economy,  that  a 
less  important  want  is  satisfied  in  preference  to  a  more 
important.  If  the  price  of  the  article  would  not  pay  the 
cost  of  production  in  the  business  in  question,  that 
business  would  be  better  excluded  or  closed  down;  which, 
as  there  is  here  a  question  of  separate  businesses,  could  be 
done  independently  of  the  others.  Consequently,  in 
virtue  of  the  general  economic  principle  a  price  must  be 
put  upon  each  article  which  will  cover  the  cost  of  pro¬ 
duction  in  the  business  which  has  the  highest  cost  of 
production  amongst  all  those  that  have  to  be  employed 
in  meeting  the  demand.  This  is  the  first  supplementary 
principle  of  pricing.  We  will  call  it  the  “  differential 
principle.” 

The  explanation  of  the  name  is  as  follows.  The  other 
businesses,  which  have  a  lower  cost  of  production,  receive 
for  the  article  a  price  which  to  a  greater  or  less  extent 
exceeds  the  cost  of  production.  In  each  such  business 
there  is  accordingly  a  surplus  above  the  cost  of  production, 
and  it  represents  a  differential  profit  on  the  part  of  that 
business.  To  whom  the  profit  ultimately  goes  is  another 
question;  it  depends  upon  the  organisation  of  the  economy 
and  will  be  considered  in  the  next  two  sections.  It  is 
beyond  question  that  these  differential  profits  are  in¬ 
evitable  in  the  exchange  economy.  We  may  regard  the 
necessity  of  this  as  a  special  aspect  of  the  principle,  already 
formulated,  of  price-fixing.  The  name  “  differential 
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principle  ”  represents  this  principle  from  the  point  of 
view  of  fixing  the  prices  of  the  means  of  production. 

The  great  practical  importance  of  the  principle  will 
often  be  realised  as  we  proceed.  A  difference  in  the  cost 
of  production  in  different  businesses  is  natural  on  account 
of  the  different  conditions  of  production  in  different 
places.  One  of  the  chief  reasons  is  the  unequal  fertility 
of  the  soil  in  various  places.  As  the  great  demand  for 
products  of  the  soil  requires  that  soils  of  vety  different 
quality  shall  be  extensively  cultivated,  the  differential 
principle  has  here  a  very  clear  and  general  application. 
What  share  the  principle  has  in  fixing  the  rent  of  the  soil 
we  shall  see  later  (Chapter  VII.).  In  the  next  place,  the 
different  conditions  of  trade,  especially  of  transport, 
cause  great  variations  in  the  cost  of  production,  if  we  take 
the  word  as  we  do  invariably  here,  in  a  sufficiently  wide 
sense  to  include  the  cost  of  conveying  the  products  to  the 
consumers.  The  milk-supply  of  a  large  town,  for  instance, 
employs  a  number  of  agricultural  concerns  with  different 
costs  of  transport.  The  town  must,  on  the  differential 
principle,  pay  a  price  for  milk  corresponding  to  the 
highest  cost  of  those  engaged  in  the  milk-supply,  and 
therefore  the  better  placed  firms  will  make  a  differential 
profit.  We  shall  have  to  take  account  of  these  things  in 
studying  the  rent  of  land.  In  the  third  place,  differences 
in  the  cost  of  production  are  due  to  a  large  extent  to 
differences  in  labour-output  and  organisation.  A  fourth 
and  very  important  cause  is  differences  in  the  size  of 
businesses.  The  large  business  has  very  often  an  advan¬ 
tage  over  the  smaller,  as  it  works  with  lower  costs  rela¬ 
tively  to  the  extent  of  production.  What  the  differences 
mentioned  in  the  last  two  cases  mean  as  regards  the  profit 
of  employers  we  shall  see  later  (§  18). 

Having  now  dealt  with  the  special  case  of  variations 
of  cost  where  there  are  several  different  businesses  en¬ 
gaged,  we  will  in  what  follows  assume  that  the  cost  is  the 
same  in  all  of  them  and  consider  the  case  of  a  single 
business. 

The  cost  of  production  in  a  business  may,  in  the  first 
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place,  be  indeterminate  for  the  reason  that  it  varies  with 
the  size  of  the  business.  If  the  cost  of  production  rises 
with  the  extent  of  production,  it  is  clear  that  the  price 
of  the  product  must,  on  the  analogy  of  the  case  already 
discussed,  cover  the  cost  of  the  ultimate  extension  of 
production.  We  will  ignore  this  case  and  consider  the 
opposite  case,  in  which  the  cost  of  production  decreases 
with  the  increase  of  production. 

This  is  a  very  common  case  in  actual  economic  life. 
The  very  general  advantage  of  the  large  over  the  small 
business  is  mainly  due  to  the  fact  that  production  on  a 
large  scale  tends  to  reduce  the  cost  of  production  per  unit 
of  the  product.  What  price,  then,  is  to  be  put  upon 
articles  produced  in  these  conditions  ?  In  a  sense  it  may 
be  said  once  more  that  articles  are  produced  at  different 
costs  of  production;  the  first  products  have  a  high  cost, 
the  others  a  lower  and  decreasing  cost.  But  the  differen¬ 
tial  principle  does  not  apply  because  production  at  the 
higher  cost  is  inevitable;  the  latter  lies  at  the  bottom  of 
production,  so  to  say,  not  at  its  culminating  point.  It 
might  be  supposed  that  the  price  would  be  fixed  by  the 
extra  cost  that  is  entailed  by  the  final  extension  of  pro¬ 
duction  by  a  unit.  This  is  not  possible,  however,  because 
the  total  cost  of  production  would  not  be  covered  by  the 
total  price  calculated  according  to  this  unit-price.  The 
general  economic  principle  requires  that  this  should  be 
so.  This  requirement  is  met  when  the  price  of  the 
product  is  equal  to  the  ratio  between  the  total  cost  and 
total  product,  or  the  average  cost  of  the  production  that 
is  needed  to  satisfy  the  demand.  The  agreement  of  the 
price  with  the  average  cost  is  a  new  condition  of  pricing: 
a  condition  that  is  necessary  in  the  present  case  to  make 
the  price-fixing  problem  more  definite. 

It  remains  to  answer  the  question  how  far  production 
is  to  be  extended.  It  is  only  when  this  question  is 
answered  that  prices  can  be  fixed  on  the  basis  indicated. 
If  we  take  the  price  of  the  product  as  known,  the  demand 
at  this  price  and  therefore  the  extent  of  production,  and 
even,  if  the  prices  of  all  the  co-operating  means  of  pro- 
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duction  are  taken  for  granted,  the  total  cost  of  production 
can  be  calculated.  This  total  cost  must  be  covered  by 
the  total  price  which  we  get  by  multiplying  the  unit- 
price  of  the  product  by  the  demand.  This  settles  the 
unit-price  generally — that  is  to  say,  expresses  it  in  the 
prices  of  the  co-operating  means  of  production — and  the 
cost  of  production  is  no  longer  indeterminate.  At  the 
same  time  the  extent  of  the  demand,  and  consequently 
of  production,  is  determined. 

We  may,  therefore,  lay  down  the  principle  that  in  the 
case  of  indeterminate  cost  of  production  which  we  are 
considering  the  price  must  be  equal  to  the  ratio  of  the 
total  cost  to  the  demand  at  that  price,  and  must  therefore 
be  arrived  at  by  a  uniform  distribution  of  the  total  cost 
over  the  demand,  and  must  agree  with  the  average  cost 
calculated  in  this  way.  It  often  happens,  however, 
that  this  condition  is  fulfilled  by  two  or  more  prices. 
This  is  quite  natural,  as  falls  in  prices  or  in  the  average 
cost  correspond  to  increases  of  the  demand  or  increases 
of  the  extent  of  production,  and  so  price  and  average 
cost  can  often  meet  each  other.  If  we  assume  that  the 
price  is  once  equal  to  the  average  cost,  and  that  both  are, 
within  certain  limits,  in  inverse  proportion  to  the  demand 
(or  the  extent  of  production),  the  agreement  between 
price  and  average  cost  must  clearly  remain  within  the 
said  limits,  and  therefore  our  requirement,  that  the  price 
shall  be  equal  to  the  average  cost,  is  realised,  within  certain 
limits,  by  all  prices.  Hence  in  all  cases  in  which  our 
requirement  does  not  definitely  fix  the  price  it  must  be 
supplemented  by  another  requirement.  This  can  only 
be  that  of  all  the  prices  which  meet  the  first  requirement 
the  smallest  shall  hold  good.  In  that  way  wants  are 
satisfied  to  the  largest  possible  extent. 

We  thus  reach  our  second  supplementary  principle 
of  pricing:  when  a  larger  output  means  cheaper  pro¬ 
duction — when,  that  is  to  say,  the  average  cost  of  the 
article,  based  upon  the  total  production,  is  lowered  by 
an  increased  production — the  price  of  the  article  must, 
for  the  sake  of  equilibrium,  correspond  with  the  average 
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cost  of  production.  When  a  number  of  prices  fulfil 
this  condition,  the  lowest  is  to  be  selected.  We  will  call 
this  the  principle  of  pricing  at  falling  average  costs. 

The  assumption  of  this  principle  is  that  the  total  cost 
of  production  increases  more  slowly  than  production 
itself.  There  is  a  special  case  in  which  the  total  cost  is 
constant  within  certain  limits,  and  therefore  does  not 
increase  as  production  increases.  When  a  durable  good 
can  be  used  in  various  degrees,  without  our  needing  to 
take  into  account  any  increased  amount  of  deterioration, 
and  therefore  the  amount  of  service  it  renders  depends 
upon  the  demand  for  it,  or  when  a  personal  activity  can 
be  enjoyed  by  an  indefinite  number  of  people  at  the 
same  time,  and  therefore  represents  a  number  of  services 
that  depend  upon  consumption,  the  cost  of  the  individual 
service  actually  supplied  is  indeterminate:  that  is  to  say, 
it  is  not  determined  by  the  prices  of  the  means  of  produc¬ 
tion  called  into  use.  If,  as  we  always  do  here,  we  take  the 
productive  process  in  the  broad  sense  in  which  it  includes 
the  actual  rendering  of  service,  we  may  say  that  the  cost 
of  production  of  the  services  in  question  is  indetermi¬ 
nate.  The  pricing  of  these  services  cannot,  then,  be 
based  upon  the  principle  of  scarcity,  as  there  is  no  direct 
need  to  limit  the  demand — at  least,  not  to  the  extent 
that  really  happens  in  fixing  prices — on  account  of 
scarcity  of  the  available  services. 

In  certain  cases  we  may,  as  we  saw  (§  10),  refrain  from 
fixing  any  special  price  for  the  services  in  question,  and 
cover  the  cost  of  them  according  to  the  rules  of  the 
collective  satisfaction  of  wants.  This,  however,  is  not 
always  possible,  especially  when  the  services  in  question 
are  in  the  midst  of  the  productive  process  and  are  used 
for  further  production,  and  consequently  fixing  a  price 
for  them  is  a  link  in  the  general  process  of  pricing.  In 
point  of  fact,  the  problem  of  fixing  prices  for  services  of 
this  sort  turns  up  very  frequently  in  the  actual  economic 
life. 

We  get  a  correct  idea  of  the  kind  of  difficulties  that 
are  encountered  here  best  by  taking  a  concrete  instance. 
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Let  us  suppose  that  a  tramway  company  has  to  maintain 
the  traffic  on  a  certain  system  of  lines  according  to  an 
officially  imposed  plan.  We  take  the  cost  for  granted. 
But  that  does  not  settle  the  cost  of  the  actual  con¬ 
veyance  of  the  individual  passenger  or  the  cost  of  the 
actual  number  of  passenger-miles  run.  An  objective 
calculation — that  is  to  say,  based  upon  the  prices  of  the 
co-operating  means  of  production — of  the  cost  of  pro¬ 
duction  per  passenger-mile  is  therefore  impossible.  If 
an  attempt  were  made,  as  is  often  done,  to  calculate  the 
“  real  cost  ”  and  consequently  the  “  correct  price  ”  of 
the  passenger-mile  according  to  the  actual  average  cost 
on  a  certain  existing  tariff,  it  might  easily  have  serious 
consequences.  It  might  happen,  for  instance,  that  the 
cost  of  the  passenger-mile  would  exceed  the  actual  price, 
and  one  might  then  be  inclined  to  conclude  that  the 
price  must  be  raised.  But  raising  the  price  would 
probably  reduce  the  traffic  considerably,  and  so  raise  the 
cost  of  the  passenger-mile;  and  there  might  then  be  a 
further  advance  of  prices,  with  the  same  result. 

The  correct  solution  of  the  problem,  as  is  clear  from 
our  discussion  of  the  general  case,  is  to  make  the  price 
equal  to  the  average  cost  of  production.  But  in  doing 
so  the  average  cost  must  not  be  taken  as  a  given  factor 
of  the  problem.  It  always  depends  upon  the  demand, 
and  the  demand  itself  is  always  influenced  by  the  price. 
If  the  equality  can  be  attained — which  is  by  no  means 
always  certain  in  practice — it  determines  the  correct  price 
as  a  function  of  the  prices  of  the  co-operating  means  of 
production:  that  is  to  say,  it  enables  us  to  calculate  the 
price,  which  in  the  given  case  we  have  to  assume  to  be 
the  cost  of  production,  from  the  prices  of  the  means  of 
production,  and  thus  the  normal  conditions  of  the  pricing 
problem  are  established.  To  this  requirement,  that  the 
price  shall  agree  with  the  average  cost  of  production,  we 
must,  as  we  have  shown,  add  a  second  requirement — that 
the  lowest  price  which  meets  the  condition  shall  be  selected. 
For  the  special  case  we  are  considering,  therefore,  our 
secondary  supplementary  principle  of  pricing  assumes  the 
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following  form:  when  the  cost  of  an  equipment  is  fixed, 
and  therefore  the  equipment  can  be  used  to  an y  extent 
(within  certain  limits),  without  increasing  the  cost,  the 
price  of  a  single  service  must  be  calculated  according  to 
the  lowest  amount  which  gives  a  total  return  correspond¬ 
ing  to  the  total  fixed  cost.  We  will  call  this  principle — 
which  is,  it  is  true,  not  an  independent  principle,  but 
merely  a  special  case  of  our  second  supplementary  principle 
— the  principle  of  pricing  when  the  average  cost  is  fixed. 

We  see  that  this  principle  contains  two  requirements, 
one  general  and  one  special.  According  to  the  former 
the  fixed  total  cost  must  be  spread  uniformly  over  the 
services  actually  demanded:  that  is  to  say,  the  price  of 
the  individual  service  must  be  calculated  as  the  ratio 
of  the  total  cost  to  the  extent  of  the  services  actually 
demanded.  In  the  cases  in  which  this  amount  of  services 
can  be  regarded  as  given,  the  price  of  the  individual 
service  is  settled  by  the  general  requirement.  This  not 
infrequently  happens,  as  a  matter  of  fact,  in  productive 
business.  The  daily  cost  of  the  rotary  press  of  an  im¬ 
portant  journal,  for  instance,  must  be  spread  over  the 
total  number  of  papers  printed  daily.  From  our  present 
point  of  view  this  number  may  be  taken  for  granted: 
that  is  to  say,  it  does  not  depend  upon  the  printing  cost 
per  paper,  as  a  change  of  it  will  scarcely  entail  a  change 
in  the  price  of  the  paper.  If  the  edition  of  the  paper 
is  large,  the  share  of  the  daily  cost  of  the  press  that  falls 
upon  each  paper  will  be  correspondingly  small. 

This  result  brings  out  one  aspect  of  the  advantage  of 
large  businesses.  They  are  in  a  better  position  to  use 
those  means  of  production  which  represent  fixed  costs, 
and  can  therefore  allow  a  lower  price  for  each  individual 
service  of  these  means  of  production.  The  calculation 
of  the  price  of  the  single  service  is  important  because  it 
shows  whether  the  purchase  of  a  special  means  of  produc¬ 
tion,  such  as  a  rotary  press  of  a  certain  type,  capable  of 
rendering  many  services,  is  profitable.  If  the  number  of 
papers  to  be  printed  is  rather  small,  the  cost  of  printing 
each  copy  on  a  large  rotary  press  will  be  too  great;  it  will 
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be  cheaper  to  use  a  smaller  press.  If,  however,  a  large 
number  of  copies  are  to  be  printed,  the  cost  of  printing 
each  will  be  very  small  on  a  large  machine — smaller  than 
on  a  small  press.  The  advantage  of  the  large  business, 
its  capacity  to  use  larger  and  (if  they  are  properly  used) 
cheaper  machines,  installations,  etc.,  is  clearly  seen  here. 

The  cost  of  production  of  a  commodity  may  also  be 
indeterminate  because  different  productive  methods  are 
technically  possible,  but  entailing  different  costs.  If  one 
method,  at  any  of  the  practically  relevant  prices  of  the 
means  of  production,  is  clearly  the  cheapest,  it  must, 
of  course,  be  preferred.  Any  other  procedure  would 
use  means  of  production  to  meet  the  demand  in  question, 
which  would  be  of  greater  value  in  satisfying  other 
demands;  and  this  would  run  counter  to  the  economic 
principle.  The  cost  of  production  is  then  no  longer 
indeterminate.  If,  however,  the  situation  in  any  branch 
of  production  is  such  that  the  question  which  is  the 
cheapest  method  of  production  cannot  be  answered  in 
advance,  but  depends  upon  the  prices  of  the  means  of 
production — is  influenced  by  the  actual  variations  of  these 
prices — the  choice  of  the  method  of  production  is  not 
independent  of  the  prices  of  the  means  of  production, 
and  there  is  a  certain  indetermination  in  the  pricing 
problem.  The  requirement  that  the  cheapest  method 
of  production  is  to  be  chosen  is  then  of  actual  importance 
in  fixing  prices;  it  represents  a  new  condition  of  pricing, 
and  this  removes  the  indetermination  of  the  problem. 
We  will  call  this  condition  the  principle  of  substitution , 
and  formulate  it  as  a  third  supplementary  principle  of 
pricing.  It  means  that,  if  one  method  of  production 
can  be  substituted  for  another  without  any  change  in  the 
outcome  of  production,  that  method  must  be  chosen 
which  is  cheapest,  considering  the  actual  prices  of  the 
means  of  production. 

The  substitution  of  one  productive  method  for  another 
need  not  necessarily  mean  a  complete  transformation  of 
production.  It  often  means  merely  an  exchange  of  a 
certain  quantity  of  one  means  of  production  for  a  certain 
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quantity  of  another.  When  a  quantity  of  a  means  of 
production  or  of  a  group  of  such  means  can  thus  be 
exchanged  for  another  without  altering  the  outcome  of 
production,  we  speak  of  these  quantities  as  reciprocally 
substitutable  in  the  relevant  productive  process.  The 
principle  of  substitution  requires  that  of  substitutable 
quantities  of  the  various  means  of  production,  or  groups 
of  such,  those  shall  be  chosen  which  are  cheapest  on 
actual  prices. 

As  an  instance  of  this  substitution  of  one  group  of 
means  of  production  for  another  we  may  take  the  replacing 
of  the  steam  machinery  of  a  factory  by  a  complete  elec¬ 
trical  installation;  and,  as  an  instance  of  a  limited  sub¬ 
stitution,  the  introduction  of  a  type-setting  machine  in  a 
printing-works  where  the  compositors  had  hitherto  set 
up  the  type  by  hand. 

When  a  definite  number  of  individually  distinct 
methods  of  production  are  in  question,  we  may,  when  the 
prices  of  the  means  of  production  are  given,  calculate  the 
cost  of  each  method,  and  settle  which  is  the  cheapest,  and  is 
therefore  to  be  preferred,  on  the  principle  of  substitution. 
But  it  is  also  conceivable  that  a  method  of  production 
may  continually  vary,  certain  means  of  production  dis¬ 
placing  others  in  very  small  amounts  without  affecting 
the  outcome.  When  this  is  the  case,  we  must  choose 
another  way  of  applying  the  principle  of  substitution. 
Let  us  suppose,  for  the  sake  of  simplifying,  that  there  are 
only  two  means  of  production  or  groups  of  such  means 
in  competition;  and  that,  therefore,  the  method  is  only 
altered  in  the  sense  that  one  means  of  production  dis¬ 
places  another  gradually,  in  very  small  amounts.  To  get 
a  simple  illustration  of  such  substitution,  we  may  think 
of  the  broad  margin  for  variation  in  the  feeding  of 
domestic  animals,  or  in  fertilising  the  soil,  or  of  the 
gradual  substitution  of  motors  for  horses  in  the  postal 
service.  If  we  follow  up  some  such  process  of  substitution 
in  a  certain  direction,  we  shall  generally  find  that  at  every 
step  a  small  ultimate  amount  of  one  means  of  production 
may  be  substituted  for  a  definite  ultimate  amount  of 
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another,  but  that  the  proportion  of  the  substitutable 
quantities  constantly  varies.  The  question  is,  then: 
Where  is  the  point  of  lowest  cost  of  production  ?  To  what 
extent  must  the  one  means  of  production  displace  the 
other  ?  Which  is  the  best  proportion  of  the  quantities 
of  the  two  means  of  production  ?  As  long  as  one  of  the 
substitutable  quantities  is  dearer  than  the  other,  the  point 
has  clearly  not  been  reached;  for  in  that  case  a  cheaper 
method  of  production  can  be  had  by  substituting  a  small 
amount  of  the  one  means  of  production  for  the  other. 
The  test  of  the  cheapest  method  is,  consequently,  that 
the  last  quantities  of  the  two  means  of  production, 
employed  in  production  and  mutually  substitutable,  shall 
have  the  same  price.  This  equality  represents  the 
principle  of  substitution  in  the  case  we  are  considering. 
It  obviously  determines  how  much  of  the  two  means  of 
production  shall  be  used  on  given  prices,  and  therefore 
also  settles  which  method  of  production  is  to  be  chosen, 
at  any  particular  level  of  the  prices  of  the  means  of  pro¬ 
duction.  This  puts  an  end  to  the  indeterminateness  of 
the  problem  of  fixing  prices. 

How  much  of  the  two  means  of  production  is  to  be 
used  clearly  depends  upon  the  ratio  of  the  prices  of  the 
two.  If  this  ratio  changes  in  favour  of  one  of  them, 
making  it  cheaper  than  the  other,  it  will  still  further 
displace  the  other  until  a  new  substitution  point  is  reached, 
at  which  the  final  substitutable  quantities  are  of  the 
same  price,  and  the  substitution  is  a  matter  of  indifference. 
Hence  the  position  of  the  substitution  point  depends  upon 
the  ratio  of  the  prices  of  the  means  of  production.  If  the 
price-ratio  thus  settles  the  substitution  point  for  every 
business,  it  also  obviously  settles  for  the  entire  community 
the  proportional  quantities  of  the  two  means  of  produc¬ 
tion  that  are  to  be  used. 

Let  us  now  imagine  that  in  a  business  with  only  two 
means  of  production  (or  groups  of  such  means)  which  can 
continually  displace  each  other,  one  is  retained  to  an 
invariable  amount,  while  the  amount  of  the  other  is 
steadily  augmented.  We  assume  that  this  increase  is 
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by  equal  amounts,  and  that  all  prices  remain  constant. 
In  that  case  each  such  amount  has  the  same  price;  and  we 
may  select  the  amount  in  such  a  way  that  the  price  is 
equal  to  one.  We  call  the  addition  to  the  output  which 
corresponds  to  the  last  amount  added  the  marginal 
productivity  of  the  mobile  means  of  production.  When 
the  most  favourable  combination  of  the  two  means  of 
production  has  been  reached,  it  is  clear  that  an  increase 
of  the  mobile  means  of  production  by  one  fraction  will 
make  an  addition  to  the  output  that  has  the  same  price 
as  this  fraction  of  the  means  of  production.  In  other 
words,  every  pound  that  is  sacrificed  to  the  means  of 
production  in  question  will  reappear  in  a  rise  of  the  value 
of  the  product  by  one  pound.  The  principle  is  formulated 
thus:  The  price  of  the  factor  of  production  is  equal  to  its 
marginal  productivity. 

Just  as  some  authorities  tried  to  base  the  theory  of 
pricing  or  of  “  value  ”  on  the  idea  of  marginal  utility 
(§  11),  so  it  has  been  attempted  to  give  the  marginal 
productivity  as  the  determining  factor  of  the  price.  The 
fundamental  error  is  the  same  in  both  cases.  The 
marginal  productivity  is  not  a  given  factor  of  the  pricing 
problem,  because  the  relative  quantities  of  the  various 
means  of  production  which  are  to  be  used  according  to 
the  principle  of  substitution  can  only  be  settled  when  the 
prices  are  taken  into  account.  Marginal  productivity 
and  price  are,  as  a  matter  of  fact,  two  entirely  equal 
unknown  elements  in  the  pricing  problem,  and  it  is 
therefore  impossible  to  give  one  as  the  determining 
factor  of  the  other.  We  must,  moreover,  bear  in  mind 
that  the  marginal  productivity  can  only  be  strictly 
defined  in  cases  of  a  continuous  substitution  in  the  sense 
we  have  described. 

When  a  business  uses  the  mobile  means  of  production 
less  than  the  principle  of  substitution  would  require  on 
the  actual  prices,  every  further  pound  that  is  applied  to 
this  means  of  production  will  improve  the  economy  of 
the  business  and  therefore  raise  the  value  of  the  product 
by  more  than  a  pound.  This  excess  will,  of  course, 
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diminish  up  to  the  point  of  substitution,  where  it 
vanishes.  On  the  other  hand,  if  the  business  already  uses 
the  mobile  means  of  production  more  than  the  principle 
of  substitution  sanctions,  the  effect  is  the  opposite.  In 
that  case  an  increase  of  the  means  of  production  will 
be  prejudicial  to  the  business;  it  may  still  raise  the 
value  of  the  product,  but  not  to  an  amount  equal  to  the 
increased  cost  of  production.  If,  for  instance,  suitable 
means  of  production  are  used  in  increasing  quantities 
on  a  given  piece  of  land,  the  value  of  the  product  will  at 
first  rise  more  than  in  proportion  to  the  cost  expended  on 
the  means  of  production.  Then  a  point  will  be  reached 
at  which  the  rise  of  the  value  of  the  product  is  equal  to 
the  rise  of  the  cost,  so  that  any  further  advance  in  the 
employment  of  the  relevant  means  of  production  means 
less  rise  in  the  value  of  the  product  than  in  the  cost.  We 
shall  study  the  economic  significance  of  these  things  later, 
in  our  chapter  on  ground  rent. 

The  fact  that  an  enlargement  of  the  business  in  many 
cases  leads  to  a  relative  increase  of  the  returns  often 
depends,  as  we  have  seen,  upon  the  possibility  of  a  more 
complete  use  of  certain  apparatus  with  fixed  costs.  In 
that  case  the  increased  returns  plainly  mean  that  a  larger 
number  of  other  means  of  production  can  profitably  be 
combined  with  the  said  apparatus,  and  therefore  merely 
shows  that  the  most  advantageous  combination  of  the  two 
groups  of  means  of  production  has  not  yet  been  reached. 

Up  to  the  present  we  have  always  assumed  that  in  the 
productive  process  under  consideration  only  one  article 
is  produced,  of  one  and  the  same  description.  But 
the  cost  of  production  may  also  be  left  indeterminate 
because  a  number  of  different  articles  issue  from  the  same 
productive  process.  We  will  call  these  joint  products. 
Frequently  the  proportions  of  the  quantities  of  these 
articles  may  be  changed  by  a  suitable  modification  of  the 
method  of  production.  But  we  will  consider  only  the 
simple  case  of  the  productive  process  in  question  making 
two  or  more  different  articles  in  fixed  proportions.  There 
are  many  instances  in  practice  of  an  approximate  realisa- 
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tion  of  this  condition.  In  the  Thomas  process,  for  in¬ 
stance,  pig-iron  and  Thomas  phosphate  are  produced 
simultaneously  in  definite  proportions  according  to  the 
quality  of  the  materials.  Municipal  gasworks  produce 
gas  and  coke  in  the  same  way,  Argentine  cattle-breeders 
produce  meat,  hides,  and  bones.  Wheat-growers  produce 
wheat  and  straw.  In  all  these  cases  the  total  cost  of 
both  products  is  fixed;  but  it  remains  open  how  much 
of  the  cost  is  to  be  put  upon  each  of  the  products.  Here 
again,  therefore,  we  come  to  a  point  where  prices  are 
indeterminate,  and  a  supplementary  principle  of  pricing 
is  necessary  to  fix  them. 

How  much  one  or  other  of  many  such  joint  products 
“  really  costs  ”  we  cannot  say.  It  is  waste  of  time  to  try 
to  answer  the  question.  All  that  we  can  do  is  to  find  a 
principle  on  which  we  may  fix  the  prices  of  such  products. 
That  is  not  difficult;  it  is  the  principle  of  scarcity.  We 
have  only  to  assume  that  the  productive  process  begins 
with  the  joint  products,  and  that  they  are  to  be 
regarded  as  primary  means  of  production  which  are 
available  in  definite  quantities.  Then,  according  to  the 
principle  of  scarcity,  prices  must  be  put  on  them  which 
are  just  as  high  as  is  necessary  to  adjust  the  demand  for 
them  to  the  available  supplies.  In  other  words,  the 
prices  of  the  joint  products  must  be  so  regulated  as  to 
secure  a  complete  clearance  of  everyone  of  them.  The 
quantities  of  the  joint  products  are,  we  assume,  in  fixed 
proportions.  The  total  quantity  may,  therefore,  be 
defined  as  a  single  arithmetical  magnitude.  This  total 
quantity,  again,  determines  the  quantities  of  all  the  joint 
products.  Once  it  is  known,  we  can,  with  the  aid  of  the 
above  assumption,  calculate  the  total  prices  of  the  joint 
products,  and  therefore  the  selling  price  of  the  total 
product.  There  is,  therefore,  a  definite  relation  between 
the  price  of  the  total  product  and  the  quantity  of  the 
product  that  can  be  sold  at  that  price.  We  may  now, 
therefore,  regard  the  sum  of  the  joint  products  as  the 
final  outcome  of  a  productive  process  which  begins  with 
the  really  primary  means  of  production.  The  demand 
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for  this  final  product  is  given  as  soon  as  a  price  is  put  on 
it.  Hence  it  has  in  the  price-fixing  process  the  same 
position  as  any  other  product,  and  the  pricing  is  deter¬ 
mined  as  usual  by  the  principle  of  scarcity. 

We  may  call  this  method  of  fixing  the  price  of  joint 
products  the  principle  of  the  pricing  of  joint  products.  We 
see  that  this  fourth  supplementary  principle  of  pricing  is 
only  a  direct  application  of  the  principle  of  scarcity,  and 
it  has,  therefore,  the  same  general  validity.  The  simplest 
way  to  formulate  it  is  that  the  condition  is  attached  to 
the  prices  of  the  joint  products  that  they  shall  all  be 
entirely  disposed  of:  that  is  to  say,  that  the  demand  for 
the  products  shall  be  proportional  to  their  relative 
quantities.  In  this  way  the  height  of  the  prices  of  the 
joint  products,  and  therefore  the  absolute  extent  of  pro¬ 
duction,  is  fixed  on  general  rules  in  connection  with  the 
general  pricing  process. 

In  modern  industrial  conditions  this  principle  has 
become  very  important  in  a  number  of  branches  of 
production.  This  is  especially  true  in  regard  to  the 
economic  use  of  waste  for  making  various  by-products, 
in  which  extraordinary  progress  has  been  made  in  recent 
years. 

§  14.  The  Organisation  of  the  Modern  Exchange 
Economy. 

In  the  preceding  sections  of  this  chapter  we  have 
studied  the  requirements  of  the  general  economic  principle 
in  the  exchange  economy.  We  find  that  these  require¬ 
ments  come  to  light  in  a  process  of  pricing  that  is  regu¬ 
lated  by  the  principle  of  scarcity  and  the  supplementary 
principles  of  pricing.  As  the  supplementary  principles 
really  serve  only  for  an  exacter  determination  of  the  idea 
of  cost,  we  may,  for  the  sake  of  brevity,  call  the  process 
a  fixing  of  prices  on  the  basis  of  the  principle  of  cost 
(§  12).  In  this  we  take  the  exchange  economy  in  its 
widest  sense,  as  we  have  made  only  the  assumption  which 
is  essential  to  the  exchange  economy,  that  there  are  within 
it  independent  individual  economies  which  receive  a 
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money  income  for  their  share  in  the  productive  process, 
and  regulate  their  own  consumption  within  the  limits  of 
their  available  money  resources,  and  thus  direct  produc¬ 
tion.  Our  results  hold  good,  therefore,  of  every  exchange 
economy,  whatever  its  particular  organisation  or  legal 
order  is.  It  is  clear  that  the  realisation  of  the  general 
economic  principle  is  most  important  to  every  exchange 
economy,  since  the  degree  of  perfection  with  which  it 
is  carried  out  is  the  measure  of  the  effectiveness  of  the 
economic  order  in  question.  Hence  the  study  of  pricing, 
as  based  upon  the  said  principles,  must,  since  it  elucidates 
the  essential  processes  within  an  exchange  economy  that 
meets  the  ideal  economic  requirements,  always  have  a 
fundamental  position  in  theoretical  economics. 

If  we  want  to  get  a  deeper  insight  into  the  actual 
economic  life  and  the  existing  economic  organisation,  we 
must  inquire  how  far  the  economic  requirements  are  met 
by  this  exchange  economy.  If  our  inquiry  shows  that 
this  is  substantially  the  case — that,  in  other  words,  our 
exchange  economy  is  substantially  regulated  by  fixing 
prices  on  the  basis  of  the  principle  of  cost — the  principle 
of  cost  is  the  proper  starting-point  for  the  study  of 
the  economy.  This  means  that  in  the  first  elementary 
theoretical  study  of  our  existing  economy  we  ignore  any 
deviations  from  the  principle  of  cost.  We  do  not,  of 
course,  overlook  the  possibility  of  there  being  such  devia¬ 
tions,  but  we  reserve  consideration  of  them  and  their 
disturbing  influence  for  further  inquiry.  In  doing  so  we 
act  like  the  astronomer  who  first  describes  the  move¬ 
ments  of  a  planet  as  if  it  were  not  affected  by  the  other 
planets,  and  so  reaches  the  Keplerian  system,  and  then 
considers  the  perturbations  caused  by  the  other  planets. 
Only,  to  proceed  in  this  way,  one  must  make  sure  that 
the  first  movement  represents  the  essential  one. 

The  organisation  of  the  modern  exchange  economy, 
therefore,  is  to  be  tested  by  the  way  in  which  it  meets  the 
requirements  of  the  principle  of  cost.  This  will  enable 
us  to  learn  the  means  which  our  economy  uses  in  realising 
the  principle.  We  shall  find  that  they  are  of  different 
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characters;  that  they  vary  a  good  deal  in  practice  as  well 
as  in  political  opinion.  Hence,  while  they  may  be 
features  of  the  present  condition  of  the  economy,  they  may 
not  have  the  essential  character  that  is  required  of  the 
bases  of  a  general  theory  of  the  exchange  economy. 

When  the  exchange  economy  was  still  young,  in  the 
Mercantile  period,  it  was  supposed  to  be  self-evident  that 
it  needed  a  central  control,  which  had  in  the  main 
to  be  exercised  by  the  State.  The  distribution  of  human 
labour  amongst  the  different  industries  and  localities 
was  effected  by  the  guilds,  or  even  by  legislation.  The 
other  productive  forces  also  were  distributed  according 
to  an  official  plan  and  supervision.  For  instance,  the 
Swedish  iron  industry,  which  was  very  extensive  at  this 
time,  was  so  localised  in  different  places  as  to  provide 
sufficient  fuel  from  the  surrounding  forests  and  sufficient 
quantities  of  ore  to  each  centre,  or,  in  the  case  of  finishing 
works,  sufficient  pig-iron.  In  other  words,  the  available 
means  of  production  were  distributed  in  a  way  that 
seemed  best  considering  the  condition  of  transport  at  the 
time.  The  Mercantile  State  had  a  thousand  different 
rules  for  disposing  of  the  commodities  produced;  and  it 
also  undertook  to  regulate  consumption — to  control  it 
entirely  as  regards  the  most  important  of  all  commodities, 
wheat.  The  Mercantilists  thought  that  an  advanced 
system  of  such  regulations  was  indispensable  for  the  proper 
guidance  of  production  based  upon  the  division  of  labour 
and  trades,  and  carried  out  by  private  enterprise;  that  this 
was  the  only  way  to  keep  the  economic  activity  together 
and  make  a  perfect  national  economy  of  it.  There  was 
a  good  deal  of  talk  about  liberty  in  the  Mercantilist  age, 
but  liberty  was  very  narrowly  conceived,  according  to 
our  ideas,  and  no  one  seriously  questioned  the  need  of  a 
central  and  official  control  of  the  economic  life. 

The  idea  that  an  exchange  economy  in  which  the  entire 
production  is  undertaken  by  private  employers  working 
for  their  own  profit,  and  broken  up  into  isolated  partial 
processes,  can  automatically  regulate  itself,  and  form  a 
connected  and  complete  economy,  and  therefore  does 
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not  need  any  official  regulation,  is  entirely  opposed  to 
the  older  views.  This  idea,  which  was  destined  to 
revolutionise  practical  political  economy,  was  reserved 
for  Liberalism.  It  was  especially  developed  by  Adam 
Smith.  The  goal  of  his  economic  policy  is  a  social 
order  “  where  things  were  left  to  follow  their  natural 
courses;  where  there  was  perfect  liberty,  and  where 
every  man  was  perfectly  free  to  choose  what  occu¬ 
pation  he  thought  proper  and  change  it  as  often  as  he 
thought  proper.”  The  interest  of  the  individual  would 
then  impel  him  to  seek  the  most  profitable  employment. 
The  productive  forces  are  thus  distributed  correctly  over 
the  various  branches  of  production,  and  no  official  regula¬ 
tion  is  required.  On  the  contrary,  every  attempt  of  the 
State  to  encroach  with  its  rules  upon  the  economic  life 
has  probably  a  bad  effect  upon  the  economic  qualities  of 
the  system.  Adam  Smith  gives  us  his  view  of  the  self¬ 
regulation  of  the  free  economy  in  the  classic  words: 
“  Every  individual  is  continually  exerting  himself  to  find 
out  the  most  advantageous  employment  for  whatever 
capital  he  can  command.  It  is  his  own  advantage,  indeed, 
and  not  that  of  the  society  which  he  has  in  view.  But 
the  study  of  his  own  advantage  naturally,  or  rather  neces¬ 
sarily,  leads  him  to  prefer  that  employment  which  is  most 
advantageous  to  the  society.”  “  Every  individual  neces¬ 
sarily  labours  to  render  the  annual  revenue  of  the  society 
as  great  as  he  can.  He  generally,  indeed,  neither  intends 
to  promote  the  public  interest,  nor  knows  how  much  he 
is  promoting  it.”  “  He  intends  only  his  own  gain,  and  he 
is  in  this,  as  in  many  other  cases,  led  by  an  invisible  hand 
to  promote  an  end  which  was  no  part  of  his  intention.” 

Hence  free  competition  is  the  means  by  which  the 
exchange  economy  regulates  itself.  But  there  can  be  no 
free  competition  as  long  as  the  economic  individuals  are 
bound  together  by  some  organisation.  Even  the  social 
intercourse  of  people  of  the  same  trade  is  injurious  to 
free  competition,  as  it  easily  leads  to  “  a  conspiracy  against 
the  public  ”  and  an  attempt  to  raise  prices.  The  ideal 
is  a  society  that  we  may  call  “  atomistic,”  consisting  of 
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isolated  individuals  who  only  come  into  touch  with  each 
other  economically  and  above  whom  there  is  merely  a 
State  which  has  nothing  to  do  but  see  to  the  legal  order 
of  the  economy. 

The  theory  of  the  regulation  of  the  economy  by  free 
competition  is  very  simple.  Prices  are  settled  by  supply 
and  demand.  As  all  purchasers  wish  to  buy  at  the  cheapest 
price,  no  vendor  will  normally  be  able  to  demand  a  higher 
price  than  the  others.  There  can,  therefore,  be  only  one 
price  for  each  commodity.  Whenever  the  demand  for  a 
commodity  is  predominant,  the  vendors  will  take  the 
opportunity  to  raise  the  price.  This  will  cut  down  the 
demand,  until  it  can  be  met  by  the  supply.  If  the  price 
rose  further,  the  demand  would  be  so  much  restricted 
that  the  supply  would  be  excessive,  and,  in  order  to  get 
rid  of  their  wares,  the  vendors  would  take  a  lower  price. 
The  market  can,  therefore,  only  be  in  a  state  of  equilibrium 
when  prices  are  such  that  demand  is  adjusted  to  supply. 
This  market  also  regulates  production.  If  insufficient 
productive  forces  are  devoted  to  a  certain  kind  of  produc¬ 
tion,  and  therefore  the  demand  for  that  particular  product 
cannot  be  met  at  the  current  price,  the  rise  of  the  price 
that  follows  will  not  only  cut  down  the  demand,  but  will 
attract  new  productive  forces  to  this  particularly  profit¬ 
able  branch  of  production,  and  so  cause  an  increase  of 
production  which  must  continue  until  there  is  a  balance 
of  supply  and  demand.  This  increased  production  will, 
perhaps,  check  the  rise  of  the  price  a  little,  but  generally 
equilibrium  implies  some  increase  of  price.  If,  on  the  other 
hand,  there  is  overproduction,  at  certain  prices,  in  any 
branch  of  trade,  the  producers  are  compelled  to  sell  their 
commodities  at  reduced  prices.  Production  thus  be¬ 
comes  less  remunerative,  and  productive  forces  are  with¬ 
drawn  from  that  branch  of  trade;  and  this  cuts  down  the 
supply.  At  the  same  time  the  lower  prices  stimulate  the 
demand,  and  equilibrium  is  restored. 

According  to  this  theory,  therefore,  under  the  reign 
of  free  competition  the  play  of  supply  and  demand 
would  determine  prices  in  harmony  with  our  principle 
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of  scarcity.  Prices  would  not  only  be  fixed  for  com¬ 
modities,  but  also  for  services  and  means  of  production 
of  all  sorts;  and  the  process  would  thus  prove  a  general 
regulator  as  regards  both  choice  of  employment,  the 
distribution  of  the  productive  forces  of  the  community 
amongst  the  various  branches  of  production,  and  the 
whole  satisfaction  of  wants. 

It  is  thus  quite  intelligible  that  free  competition 
was  made  the  starting-point  for  the  whole  of  theoretical 
economy,  and  the  work  of  the  science  was  seen  in  the 
study  of  an  exchange  economy  governed  by  free  competi¬ 
tion.  This  point  of  view  is,  however,  only  justified  if 
free  competition  really  has  the  effects  which  the  theory 
assumes;  if,  that  is  to  say,  at  least  in  a  general  way  it 
settles  prices  according  to  the  principle  of  cost,  and  does 
in  fact  predominantly  rule  our  exchange  economy.  In 
fact,  strictly  speaking,  even  then  it  is  only  justified  if 
free  competition  is  an  essential  element  in  the  process  of 
pricing  and  in  the  regulation  of  the  economy  affected 
thereby.  To  what  extent  these  conditions  are  fulfilled 
we  have  now  to  inquire. 

The  regulation  of  production  by  free  competition 
which  the  classical  theory  felt  justified,  for  the  reasons 
given,  in  regarding  as  a  general  law  depends  upon  two 
important  assumptions;  and  these  were  nearer  the  truth 
a  century  ago  than  they  are  to-day. 

In  the  first  place,  the  theory  presupposes  a  perfect 
mobility  of  all  the  means  of  production.  It  must  assume 
that  the  productive  forces  can  be  transferred  without 
friction  from  one  branch  of  production  to  another 
according  to  the  state  of  prices.  But  to  a  very  great 
extent  actual  production  uses  fixed  capital  which,  when 
it  can  no  longer  be  employed  for  its  original  purpose, 
cannot  be  used  for  other  purposes  or  transferred  to  other 
places,  or  not  without  more  or  less  substantial  losses. 
The  capital  that  is  used  by  the  boot  manufacturer  to  get 
stitching  machines  cannot,  when  the  boot  trade  is  in 
difficulties  on  account  of  overproduction,  be  removed 
from  that  industry  and  used  in  another.  It  is  tied  up 
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once  for  all  in  the  boot  trade.  This  is  the  case  with  most 
specialised  machinery,  and  to  a  less  extent  with  more 
general  machines,  factory  premises,  etc.;  and  it  is 
supremely  true  of  railways  and  similar  fixed  installations, 
such  as  canals,  gasworks,  etc.  When  a  railway  does  not 
pay,  it  is  a  misfortune,  at  least  for  the  shareholders;  but 
there  is  no  remedy.  The  capital  is,  as  we  say,  “  tied  up  ” 
in  the  business.  To  a  certain  extent  this  is  also  the  case 
with  specialised  professional  work. 

Hence  in  these  circumstances  the  regulation  of  pro¬ 
duction  by  prices  cannot  be  as  complete  as  the  theory 
supposes.  When  the  price  of  an  article  falls,  because 
the  supply  exceeds  the  demand,  and  no  longer  covers 
the  cost  of  production  in  a  certain  business,  the  business 
would,  on  this  theory,  cease,  and  the  supply  be  curtailed, 
so  that  the  balance  would  at  length  be  restored.  The 
theory  has  deduced  from  this  that  the  price  must  always 
cover  the  cost  of  production,  or  at  least  that  there  must  be 
such  adjustment  in  the  long  run,  even  if  it  be  disturbed 
for  a  time.  We  know  from  experience  that  the  inference 
is  wrong.  If  the  capital  is  tied  up  in  a  business  in  the  way 
we  have  described,  the  business  need  not  be  abandoned 
because  the  price  of  the  product  does  not  entirely  cover 
the  cost  of  production.  As  long  as  the  price  makes  it 
possible  to  cover  the  current  expenses  of  the  business,  and 
give  some  small  return  on  the  capital  invested  in  it,  it  is 
better  to  continue  producing  than  abandon  the  business. 
In  the  latter  case  the  capital  would  be  lost  altogether; 
in  the  former  it  does  get  a  small  return.  In  these  cir¬ 
cumstances  it  is  possible  to  maintain  for  a  long  time  a 
business  that  does  not  cover  the  full  cost  of  production. 
In  periods  of  economic  depression  production  below  the 
actual  cost  is  a  very  common  occurrence. 

As  a  rule,  on  the  other  hand,  all  real  capital  must  be 
used  up  in  the  course  of  time.  Most  real  capital  is  used 
up  rather  quickly  by  the  normal  process  of  production. 
Hence  the  effects  of  an  economically  unsound  use  of 
capital  are  limited  in  time.  The  economy  constantly 
faces  the  task  of  creating  new  real  capital,  and  it  is,  there- 
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fore,  always  in  a  position  to  regulate  its  new  production 
of  capital  according  to  the  requirements  of  the  principle 
of  cost.  In  such  circumstances  the  principle  of  cost 
represents  the  normal  pricing  process  of  the  economy, 
about  which  the  actual  process  always  oscillates.  Free 
competition  is,  in  consequence  of  the  lack  of  mobility 
of  fixed  capital  (and  of  labour,  moreover),  not  capable  of 
completely  effecting  this  normal  settlement  of  prices. 

The  theory  which  regards  free  competition  as  the 
means  of  realising  a  normal  scale  of  prices  further  assumes 
the  existence  of  a  market.  The  essential  requirement  of 
this  market  is  that  a  number  of  small  purchasers  shall 
face  a  number  of  small  sellers.  The  word  “  small  ” 
means  here  that  the  demand  or  the  supply  of  the  indi¬ 
vidual  is,  in  comparison  with  the  total  demand  or  the 
total  supply  of  the  market  insignificant,  or  is,  as  we  say,  a 
magnitude  of  the  second  order,  and  so  has  little  influence 
on  the  market.  A  stable  equilibrium  is  only  possible  in 
this  case,  as  both  theory  and  recent  experience  show. 

There  are  various  such  markets,  but  it  would  be 
an  error  to  suppose  that  they,  as  it  were,  arise  spon¬ 
taneously,  or  are  part  of  “  nature.”  Free  competition 
was  mainly  conceived  in  classical  economics  as  a  non¬ 
encroachment  of  public  authority,  the  absence  of  de¬ 
liberate  organisation  and  regulated  co-operation.  But 
these  purely  negative  assumptions  do  not  create  a  market. 
The  modern  municipality  no  less  than  the  medieval 
organises  markets  for  the  necessaries  of  life.  It  builds 
market-houses  and  slaughter-houses.  It  appoints  in¬ 
spectors  and  other  officials,  and  in  this  way  it  provides 
a  regular  supply  of  the  necessaries  of  life  at  prices  corre¬ 
sponding  approximately  with  the  actual  scarcity  of  the 
means  of  production.  Regular  quotation  of  prices  and  an 
organisation  for  securing  sales  at  these  prices  are  essential 
features  of  any  advanced  market.  These  conditions  are 
best  fulfilled  by  the  large  Exchanges  for  produce  and 
shares.  The  proper  work  of  these  is  to  determine  prices 
in  harmony  with  the  actual  situation  of  supply  and 
demand,  and  they  are,  notoriously,  the  outcome  of  a 
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strict  and  highly  developed  organisation.  In  all  these 
cases  of  the  creation  of  a  market  there  is  a  state  of  things 
which  seems  most  nearly  equivalent  to  the  rather  vague 
expression  “  free  competition.”  There  is,  then,  free 
competition  to  a  certain  extent  in  our  modern  exchange 
economy,  but  it  is  not  the  spontaneous  condition  of  an  en¬ 
tirely  unorganised  and  unregulated  economy.  It  is  the  fruit 
of  deliberate  efforts  to  create  the  conditions  of  a  rational 
fixing  of  prices  in  accordance  with  the  principle  of  scarcity. 

It  is  only  when  there  is  an  organised  market  of  this 
sort  that  sales  are  so  far  secured  that  it  is  possible  to 
produce  “  for  the  market,”  and  the  supply  is  such  that 
consumers  can  expect  to  find  their  wants  met.  When 
this  condition  is  not  fulfilled,  we  have  only  a  vague 
“  market  ” — a  hope  of  finding  purchasers — for  which  it  is 
either  quite  impossible  to  produce,  or  only  with  great 
difficulty;  moreover,  as  there  is  no  regular  market,  there 
are  no  regular  price-quotations.  It  then  often  happens 
that  sellers  cannot  feel  sure  of  always  finding  a  purchaser. 
In  all  these  cases  we  see  strong  tendencies  to  put  an  end 
to  the  free  competition  and  bring  about  closer  relations 
between  producer  and  consumer. 

In  modern  conditions  the  technical  character  of 
industrial  enterprises  and  the  superiority  of  the  large 
business  make  it  necessary  over  increasingly  large  regions 
to  have  extensive  industrial  units.  Railway  enterprise 
is,  perhaps,  the  most  conspicuous  instance.  Next  to  it 
are  other  trade  enterprises,  such  as  telegraphs,  telephones, 
etc.  But  even  in  the  sphere  of  production  in  the 
narrower  sense,  such  as  the  iron,  electrical,  electro¬ 
chemical,  and  sugar  and  other  industries,  it  is  often 
necessary  to  have  the  units  on  a  very  large  scale. 

When  these  industrial  units  are  large  even  in  propor¬ 
tion  to  the  total  demand,  there  can  be  no  market,  and 
free  competition  is  unable  to  bring  about  equilibrium. 
Here  we  must  distinguish  three  different  cases. 

First,  we  have  to  consider  the  case  of  a  few  large  pro¬ 
ducers  over  against  a  number  of  small  consumers.  In 
that  case,  if  any  branch  of  production  were  particularly 


1 21 


EVILS  OF  COMPETITION 

profitable,  new  businesses  would  be  set  up  or  existing 
businesses  enlarged,  according  to  the  theory  of  free 
competition,  and  thus  the  supply  would  be  augmented 
so  much  that  the  profit  would  sink  to  the  normal  level, 
but  not  go  below  it.  But  equilibrium  cannot  be  secured 
in  this  way  if  the  coming  in  of  one  single  new  business 
means  a  relatively  large  increase  of  production,  or  if  even 
a  moderate  extension  of  one  business  materially  affects 
the  selling  prospects  of  the  others.  This  is  very  often  the 
case  in  modern  conditions.  In  some  industries — for 
instance,  in  the  production  of  steel  rails,  in  the  weaving 
of  curtains,  or,  to  a  less  degree,  in  the  sugar  industry,  etc. 
— the  smallest  business  unit  that  is  technically  and  eco¬ 
nomically  effective  is  so  large  that  one  or  a  few  works  are 
enough  to  supply  the  wants  of  a  whole  country,  of  small 
or  medium  size.  In  these  fields  any  new  competition  will 
seriously  threaten  the  returns  of  the  whole  industry.  If 
a  new  enterprise  enters  into  competition  with  the 
existing,  or  if  one  of  them  is  greatly  enlarged,  the  result 
will  in  all  probability  be  that  all  the  businesses  will  cease 
to  pay.  As,  however,  a  good  deal  of  capital  is  sunk  in 
each,  none  of  them  will  have  to  close  down  because  the 
full  cost  of  production  is  not  covered;  the  competition 
may  last  a  long  time  and  be  very  keen.  In  such  circum¬ 
stances  those  interested  are  simply  compelled  to  protect 
themselves  against  a  free  competition  that  is  irrecon¬ 
cilable  with  healthy  economic  activity,  and  we  therefore 
find  in  the  modern  business  world  a  strong  tendency  to 
organise  the  satisfaction  of  wants  in  some  other  way, 
without  free  competition.  These  tendencies  take  the 
form  of  creating  trusts  and  syndicates,  in  which  the  body 
of  consumers  is  either  divided  amongst  various  producers 
or  is  supplied  by  a  single  distributive  organisation  of 
the  producers.  In  either  case  one  purchaser  will  find 
only  one  seller;  there  is  no  longer  a  market  or  a  free 
competition  of  sellers. 

The  difficulties  of  free  competition  are  seen  very 
clearly  in  the  case  of  railway  enterprise,  and  other  large 
businesses,  as  well  as  iq.  businesses  for  the  distribution 
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of  water,  gas,  and  power.  The  fact  that  one  railway 
pays  well  does  not  prove  that  another  would  pay  in  the 
same  district.  If  a  competitor  appears,  possibly  neither 
will  pay,  and  the  capital  invested  in  them  is  to  some 
extent  lost.  Free  competition  properly  so  called  is,  in 
fact,  not  possible  in  this  field  because  public  concessions 
are  necessary  for  securing  the  land.  As  a  rule,  the  public 
authority  gives  such  a  concession  more  or  less  the 
character  of  a  monopoly,  accompanying  it  with  careful 
stipulations  as  to  its  duties,  its  relations  with  other  lines, 
etc.  In  all  these  regulations  there  is  an  attempt  to 
maintain  the  principle  of  cost,  when  it  cannot  be  realised 
by  free  competition. 

Secondly,  we  have  to  deal  with  the  case  in  which  a 
number  of  small  producers  confront  a  few  large  con¬ 
sumers.  Take,  for  instance,  the  relation  between  sugar- 
beet  growers  and  the  sugar  industry.  The  farmer  cannot 
grow  beets  for  an  indefinite  market.  The  cost  of  trans¬ 
port  is  too  high  to  allow  the  beets  to  be  sent  far,  and 
the  individual  grower  has,  as  a  rule,  only  one  customer 
to  produce  for.  As  he  is  absolutely  dependent  upon  this 
buyer,  he  must  enter  into  close  relations  with  him  and 
make  contracts  in  advance.  The  sugar  works,  on  the 
other  hand,  must  have  a  guarantee  that  it  will  be  supplied 
with  beets.  There  is  thus  a  tendency  for  the  works  to 
deal  collectively  with  the  corresponding  beet-growers, 
and  for  the  price  of  beet  and  the  conditions  of  delivery 
to  become  uniform.  As  a  rule,  the  price  will  cover  the 
cost  of  production  to  the  grower. 

Thirdly,  a  few  large  producers  may  confront  a  few  large 
consumers.  Free  competition  and  an  open  market  in 
the  proper  sense  are  then  impossible.  The  producers 
cannot  produce  in  the  mere  hope  of  being  able  to  sell. 
The  consumers  are  equally  unable  to  leave  it  uncertain 
whether  their  demands  will  be  met.  It  is  absolutely 
necessary  to  establish  closer  relations  between  producer 
and  consumer. 

For  the  security  of  both  producers  and  consumers 
it  is  necessary  to  draw  up  contracts  of  delivery,  often  for 
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long  periods.  German  ironworks  used  to  provide  for  their 
need  of  Swedish  ore  by  contracts  which  often  ran  for  ten 
years  or  more.  On  the  other  hand,  the  iron-producers 
readily  sell  their  output  for  long  periods  in  advance.  We 
see  that  modern  large-scale  industries  work  on  com¬ 
mission  to  a  great  extent  in  the  same  way  as  the  older 
artisans  used  to  do.  It  is  only  readily  saleable  products  of 
the  “  heavy  ”  industries  that  are,  to  some  extent,  pro¬ 
duced  for  the  market.  The  consumption  of  pig-iron,  for 
instance,  is  so  enormous  that  even  a  large  blast-furnace 
may  be  regarded  as  a  small  producer  relatively  to  the 
world-market.  There  are,  therefore,  certain  markets 
with  regular  quotations  for  this  commodity  (Glasgow, 
Cleveland,  Pittsburg).  On  the  other  hand,  locomotives, 
railway  trucks,  steamships,  bridges,  large  iron  structures 
for  building,  large  power-machines,  war  material, 
and  great  masses  of  half-manufactured  goods  in  the 
respective  industries,  are  produced  to  order.  There  is, 
it  is  true,  a  strong  tendency  towards  standardisation. 
Rolling  mills  try  to  produce  only  “  standard  sections,” 
and  engineers  must  construct  accordingly.  In  the 
engineering  industry  small  tool-machines,  dynamos, 
steam-engines,  etc.,  are  standardised.  There  is  an  effort 
wherever  possible  to  create  the  conditions  of  production 
for  the  market.  But,  in  order  to  secure  the  possibility 
of  being  able  at  all  times  to  buy  and  sell,  a  large 
modern  business  often  finds  itself  compelled  to  establish 
solid  backward  as  well  as  forward  connections.  For 
this  purpose  shares  are  often  taken,  so  that  a  large 
industrial  undertaking  often  comes  to  be  “  interested  ” 
in  a  number  of  concerns  of  quite  a  different  character — 
for  instance,  steel-works  in  blast-furnaces  and  docks, 
electricity  works  in  metal-works,  tramways,  electric 
light  stations,  etc.  In  quite  recent  times,  complete 
ownership  is  replacing  shares.  Affiliated  companies  are 
set  up  for  the  purpose  of  supplying  the  main  concern 
with  materials  or  half-manufactured  products,  or  finding 
a  market  for  its  products.  With  the  same  object  existing 
enterprises  at  successive  stages  of  production  are  brought 
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together  under  a  single  control.  This  process  is  called 
the  integration  of  industry.  It  is  especially  advanced  in 
the  iron  trade,  a  typical  example  being  the  American 
Steel  Trust;  and  in  the  electrical  industry,  in  which  the 
large  concerns  control  the  whole  process  of  production, 
from  the  raw  materials  to  the  very  varied  applications 
of  their  products,  in  central  power  stations,  electrical 
railways,  electric  light  works,  etc.,  sometimes  even  on  the 
commercial  side  of  the  trade.  In  these  cases  the  entire 
production,  from  the  raw  materials  to  the  ultimate 
satisfaction  of  wants,  is  under  a  single  control.  In  pro¬ 
portion  to  the  advance  of  integration  in  an  industry  pro¬ 
duction  for  sale,  for  a  market,  disappears  from  the  inter¬ 
mediate  stages.  At  the  final  stage  the  work  is  very  often 
done  to  order — war  material,  municipal  electric  light 
installations,  railway  material,  etc. — or  for  supplying  the 
immediate  wants  of  the  consumer,  but  at  every  inter¬ 
mediate  stage  production  is  carried  on  at  the  order  of  the 
succeeding  stage.  In  these  circumstances  competition  has 
no  effect  in  regulating  production  except  in  the  final  stage. 
Here  it  is  always  important.  When  contracts  are  offered 
by  public  authorities  or  large  companies,  there  is  fre¬ 
quently  a  very  keen  competition  between  large  concerns 
that  are  in  a  position  to  undertake  the  work.  Sometimes, 
in  fact,  the  price  is  reduced  below  the  actual  cost-price. 
To  prevent  this,  or  to  make  additional  profit  where 
possible,  the  concerns  interested  often  make  more  or  less 
secret  agreements,  for  the  purpose  of  sharing  custom  or 
profit. 

Even  when  competition  between  different  concerns 
is  entirely  abolished  in  a  trade,  the  fixing  of  prices  is  not 
quite  arbitrary.  It  is  still  necessary  to  compete  with 
other  means  of  satisfying  the  same  want.  The  electric 
light  industry,  for  instance,  is  in  constant  competition 
with  concerns  that  supply  illumination  in  other  forms — 
oil  or  gas,  for  example.  This  competition  compels  firms 
to  keep  prices  as  low  as  possible  and  helps  to  maintain 
the  principle  of  cost  as  a  whole.  Even  if  there  were  no 
rival  methods  of  meeting  the  same  want,  the  producer 
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has  always  to  bear  in  mind  that  he  has  to  compete  with 
the  producers  who  propose  to  satisfy  other  wants.  The 
consumer’s  distribution  of  his  means  amongst  the  various 
ways  of  satisfying  his  wants  depends  upon  the  prices  of 
things,  and  there  is,  therefore,  always  a  struggle  amongst 
all  the  producers  for  the  money  of  the  consumers. 

According  to  the  classical  theory  even  wages  are  fixed 
by  free  competition  of  the  workers  on  the  labour  market. 
This  competition  was  supposed  to  be  realised  by  removing 
every  obstacle  to  the  worker’s  freedom  of  movement. 
The  modern  community,  however,  uses  highly  developed 
organisations,  both  of  workers  and  employers,  to  regu¬ 
late  wages.  There  is  almost  no  free  competition.  The 
perfect  trade- union  has  a  monopoly  of  labour  within  a  par¬ 
ticular  trade,  but  is  normally  open  to  all  skilled  work  in 
that  branch.  The  monopoly  cannot  then  be  used  arbi¬ 
trarily  for  raising  wages,  because,  though  the  union  has 
no  competition  in  its  own  trade,  it  has  to  face  the  com¬ 
petition  of  other  industries  that  meet  the  same  want,  and 
it  has  its  share  always  in  the  general  struggle  for  the 
money  of  consumers.  The  wage,  consequently,  cannot 
be  put  so  high  as  to  endanger  the  demand  and  therefore 
the  employment  of  its  workers.  In  so  far  as  the  charac¬ 
teristic  policy  of  the  union  brings  about  uniformity  of 
wages  and  other  labour  conditions  for  work  of  the  same 
sort  and  quality,  the  regulation  of  the  wage  under  modern 
forms  of  organisation  is  based  upon  the  principle  of 
scarcity.  There  are,  of  course,  exceptions  to  this  rule. 
Attempts  are  made,  for  instance,  to  curtail  artificially 
the  quantity  of  work  done,  and  thus  raise  wages  above 
the  level  which  the  principle  of  scarcity  assigns.  But  these 
attempts  are  always  resisted,  and  they  are  regarded  as 
excesses  on  the  part  of  the  labour  movement. 

This  brief  survey  of  the  actual  forms  of  the  modern 
economic  life  will  suffice  to  enable  us  to  reach  the  follow¬ 
ing  result.  Free  competition  does  not,  as  the  theory 
supposes,  guarantee  that  prices  shall  be  fixed  according 
to  the  principle  of  cost.  Nor  can  it  be  said  that  free  com¬ 
petition  governs  the  modern  exchange-economy.  In  large 
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and  important  spheres  of  our  economic  life  recent  develop¬ 
ments  have  entirely  abolished  it.  Competition  still 
plays  a  very  important  part  in  modern  economic  life, 
but  the  forms  it  assumes  are  totally  different  from  the 
ideal  of  free  competition.  The  very  idea  of  free  com¬ 
petition  is  obscure.  The  negative  definition  of  it,  as 
the  absence  of  any  regulation  or  organisation,  excludes 
the  essential  condition  on  which  the  modern  community 
succeeds  in  certain  spheres  in  creating  a  competition  that 
helps  us  to  realise  the  principle  of  cost.  It  would  be  very 
difficult  to  give  a  satisfactory  positive  definition  of  free 
competition.  The  idea  of  it  is,  in  fact,  quite  irreconcil¬ 
able  with  a  matter  of  great  importance  in  the  modern 
economic  life — the  economic  superiority  of  the  large 
business.  In  cases  where  this  superiority  makes  itself 
felt,  free  competition  is  logically  bound  to  bring  about 
its  own  opposite' — monopoly;  for,  at  what  intermediate 
stage  would  the  assumed  superiority  of  the  large 
business  permit  a  state  of  equilibrium  under  free  com¬ 
petition  ?  Such  an  issue  cannot  be  prevented  without 
forms  of  organisation  acting  on  conomic  life  in  a 
severely  regulatory  fashion,  which  would  therefore  mean 
the  end  of  free  competition  in  the  cases  we  are  con¬ 
sidering. 

In  view  of  all  this  it  should  be  clear  that  to  take  free 
competition  as  the  starting-point  for  a  general  theory  of 
prices  is  of  very  little  use.  If  we  apply  to  the  fundamental 
assumption  of  our  theory  the  strict  scientific  condition 
that  it  shall  not  unnecessarily  restrict  the  sphere  of 
application  of  the  theory,  but  shall  really  be  a  necessary 
assumption,  it  is  still  clearer  that  we  cannot  make  free 
competition  the  starting-point  of  it.  For  there  is  no 
doubt  whatever  that  even  without  free  competition  prices 
can  be  fixed  in  accordance  with  the  cost  principle. 
Indeed  we  shall  see  in  the  next  section  that  such 
pricing  would  have  to  be  maintained  in  a  community 
that  rejected  private  enterprise  and  therefore  excluded 
free  competition.  But  even  our  actual  society  succeeds, 
as  we  saw,  in  many  cases  where  free  competition  is 
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impossible,  in  fixing  approximately  normal  prices  in  other 

ways. 

¥ 

The  question  to  what  extent  the  fixing  of  prices  is  con¬ 
trolled  in  our  actual  economy  by  the  principle  of  cost  may 
now  be  answered  by  stating  that  the  principle  represents, 
in  a  measure,  a  normal  condition  about  which  actual 
pricing  oscillates.  Any  material  deviation  from  the 
principle  of  cost  provokes,  as  a  rule,  counteracting  forces. 
Competition  between  a  few  relatively  large  concerns, 
which  might  easily  bring  down  prices  below  cost,  is  avoided 
by  industrial  combinations  of  various  kinds.  The  primary 
impulse  in  the  whole  concentrating  movement  which 
characterises  our  time  is  unquestionably  a  desire  for 
protection  against  disastrous,  in  the  long  run  ruinous, 
competition,  and  to  secure  prices  that  will  cover  the  costs. 
It  is  true  that  trusts  and  individual  concerns  which  have 
secured  a  monopoly  use  it  to  fix  prices  that  mean  an 
abnormally  large  profit  to  themselves.  These  attempts, 
however,  generally  provoke  strong  reactions,  either  in 
the  form  of  competition  in  the  same  trade  or  in  a  trade 
that  meets  the  same  want  in  a  different  way,  or  in  the 
form  of  various  protective  measures  on  the  part  of  the 
community  in  the  sphere  of  legislation,  commercial 
policy,  railway  rates,  tariffs,  etc.  These  reactions  show 
that  pricing  in  accordance  with  the  principle  of  cost  is 
to  be  regarded  as  the  normal  procedure;  and  it  is  generally 
so  regarded.  In  the  same  way  the  organised  efforts 
of  the  workers  are  mainly  due  to  the  urgent  need  of 
some  protection  against  a  pressure  on  wages  which  is 
irreconcilable  with  sound  principles  of  pricing,  and  the 
attempts  of  labour  organisations  to  raise  wages  above  the 
level  assigned  by  normal  pricing  are  strongly  resisted. 
By  drawing  up  maximum  rates  in  granting  concessions  to 
railways,  electricity  works,  gasworks,  etc.,  by  inviting 
competition  in  various  ways,  by  the  organisation  of 
markets,  and  so  on,  public  bodies  try  to  keep  prices  as 
far  as  possible  in  agreement  with  the  principle  of  cost. 
The  co-operation  of  consumers,  also,  in  an  effort  to 
secure  as  direct  a  relation  as  possible  between  producer 
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and  consumer,  helps  to  realise  this  principle.  The 
business  world,  again,  recognises  the  principle  of  cost  as 
regulative;  as  is  clear,  amongst  other  things,  from  the 
general  demand  that  enterprises  which  are  permanently 
unable  to  cover  the  real  cost  of  production  shall  put 
themselves  in  a  position  to  do  so  by  cancelling  a  sufficient 
amount  of  their  capital — a  demand  which  is,  moreover, 
only  a  consequence  of  the  general  rule,  in  harmony  with 
the  principle  of  scarcity,  that  existing  durable  goods 
are  valued  merely  according  to  their  returns  (compare 
§  22). 

Hence,  although,  on  account  of  the  great  mobility  of 
modern  economic  life,  prices  can  never  be  fixed  in  strict 
conformity  with  the  principle  of  cost,  this  principle 
generally  indicates  the  state  of  equilibrium  about  which 
the  actual  prices  oscillate,  and  it  is  regarded  as  the  normal 
condition  of  the  exchange  economy  and  considered  to  be 
desirable.  If  we  would  have  a  preliminary  general  idea 
of  our  existing  exchange  economy,  showing  its  essential 
features,  it  is  clearly  best  to  study  the  fixing  of  prices 
on  the  basis  of  the  principle  of  cost,  in  agreement  with  the 
principle  of  scarcity  and  the  supplementary  principles  of 
pricing.  As  these  principles  merely  represent  conse¬ 
quences  of  the  general  economic  principle  for  the  exchange 
economy,  the  study  of  this  process  of  pricing  in  any 
economy  should  enable  us  to  learn  the  essential  processes 
of  the  general  exchange  economy. 

There  is  no  doubt  that  all  economic  theory  is  directed 
to  the  study  of  this  process  of  pricing.  And  if  we  take 
normal  pricing  as  the  subject  of  our  inquiries,  we  should, 
as  we  have  seen,  not  do  well  in  making  free  competition 
our  starting-point.  It  is  sounder,  and  certainly  more 
natural,  to  direct  our  inquiry  immediately  to  the  normal 
process  of  fixing  prices. 

§  15.  The  Socialist  Community. 

The  principles  of  pricing  are,  as  we  have  shown 
(§§  1 1— 1 3),  merely  consequences  for  the  exchange  economy 
of  the  general  economic  principle.  We  have  taken  the 
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exchange  economy  in  the  widest  sense,  stipulating  only 
that  it  shall  allow  the  individual  freedom  to  choose 
employment  and  freedom  of  consumption  within  his 
means.  It  follows  that  the  principles  of  pricing  hold  good 
for  every  exchange  economy,  and  are  independent  of  the 
particular  organisation  of  production  within  the  economy. 
In  this  respect  our  actual  economy  is  characterised  by  the 
predominance  of  private  enterprise  and  private  ownership 
of  the  material  means  of  production.  These  features 
have,  it  is  true,  a  great  influence  on  the  distribution  of 
income,  and  consequently  on  the  demand  for  different 
goods  and  the  direction  of  social  production.  They  are, 
therefore,  in  the  long  run,  of  a  certain  significance  in  the 
actual  fixing  of  prices;  but  they  do  not  affect  the  validity 
of  the  principles  of  pricing.  These  principles  would 
remain  unchanged  in  any  community  which  took  over  the 
control  of  production  and  reserved  to  itself  the  ownership 
of  the  material  means  of  production. 

Such  a  community  we  call  “  Socialistic.”  The  name 
indicates  a  self-contained  exchange  economy  in  which 
the  entire  production  is  conducted  by  and  for  the  com¬ 
munity  itself  through  officials  appointed  for  the  purpose, 
and  all  the  material  means  of  production  are  the  property 
of  the  community;  but  in  which  there  is  still  freedom  of 
work  and  consumption  to  the  extent  to  which  it  is 
essential  to  an  exchange  economy.  This  definition  does 
not,  of  course,  apply  to  every  economic  order  that  has 
been  described  as  “  Socialist.”  It  represents  the  theoreti¬ 
cally  simplest  Socialist  economy,  a  pure  type.  The  others 
are  variations,  often  rather  vague  intermediate  forms 
between  this  and  an  economic  order  which,  like  our  actual 
order,  leaves  production  to  a  number  of  different  economic 
units  which  work  for  their  own  interests. 

The  study  of  pricing  in  a  typically  Socialistic  economic 
order  is  from  various  points  of  view  useful  and  profitable 
in  theoretical  economics.  It  shows  very  clearly,  in  the 
first  place,  how  untrue  it  is  that  free  competition  is  a 
theoretically  necessary  condition  of  realising  the  principle 
of  cost,  and  how  generally  important  the  principle  of 
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cost  is  in  the  exchange  economy.  Secondly,  the  study 
of  pricing  in  a  Socialist  economy  is  useful  because  such  an 
economy  may  theoretically  be  regarded  as  the  simplest, 
and  therefore  many  features  which  are  rather  complicated 
in  the  actual  form  of  our  exchange  economy  can  be  more 
easily  studied  and  dissected  in  the  Socialist  form.  Thirdly, 
comparing  the  actual  order  with  the  Socialist  ideal 
enables  us  to  test  the  necessity  of  our  actual  economic 
processes  and  institutions.  Fourthly,  the  study  of 
pricing  on  Socialist  lines  enables  us  to  correct  the  unsound 
ideas  as  to  the  possible  substance  of  a  Socialist  economy 
which  have  been  so  richly  nourished  by  unbridled  imagina¬ 
tion  and  political  oratory. 

We  are  not  going  to  consider  the  practical  possibility 
of  realising  the  Socialist  ideal,  still  less  the  question  of  its 
desirability.  We  are  concerned  only  with  price-fixing  and 
the  distribution  entailed  by  this  of  the  productive  forces 
amongst  the  various  branches  of  production  in  what 
we  theoretically  take  to  be  a  typical  Socialist  economy. 

How  are  we  to  conceive  an  economic  order  of  this 
kind  ?  Collective  wants  must,  of  course,  be  collectively 
met  by  the  Socialist  community  itself  by  means  of  certain 
organs.  There  is,  moreover,  no  reason  why  the  Socialist 
community  should  extend  the  gratis  principle;  that 
economic  principle  belongs  to  Communism,  not  Socialism. 
If  we  want  to  study  a  typically  Socialist  economic  order, 
we  must  distinguish  it  as  sharply  as  possible  from  the 
Communist  order,  though  this  is  rarely  done  in  political 
discussion.  The  Socialistic  economy  must  be  based 
essentially  on  the  free  exchange  of  personal  acts  and 
means  of  satisfying  personal  wants.  It  is  then  in  sub¬ 
stance  an  exchange  economy,  and,  if  the  general  require¬ 
ment  of  economic  conduct  is  fulfilled,  it  is  also  an  economy 
governed  by  the  principle  of  cost. 

The  Socialist  economy  is  also,  like  every  advanced 
exchange  system,  a  monetary  economy.  It  is  true  that 
there  has  been  much  talk  of  the  Socialist  system  dispensing 
with  money.  Many  of  the  older  Socialists,  such  as 
Robert  Owen,  made  the  exclusion  of  money  one  of  the 
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main  points  of  their  program.  But  the  idea  is  based 
upon  a  misunderstanding  as  to  the  nature  of  money,  a 
failure  to  grasp  what  is  essential  to  it.  As  we  have 
shown  (§  7),  money  is  primarily  a  scale  of  reckoning  in 
which  the  exchange  economy  expresses  prices.  Even 
Socialism  must  use  some  such  scale  of  reckoning,  if  it 
recognises  the  fundamental  principle  of  the  exchange 
economy.  Some  Socialists,  and  not  the  least  clear¬ 
headed  of  them,  have  imagined  that  reckoning  in  money 
ought  to  be  replaced  by  reckoning  in  “  hours  of  work.” 
But  changing  the  name  does  not  alter  the  nature  of  the 
matter.  Reckoning  in  hours  of  work  is  the  same  thing 
as  in  money.  It  is  generally  proposed  by  Socialists  that 
coupons  or  tickets  should  be  given  for  the  hours  worked, 
and  these  would  buy  commodities  at  prices  reckoned  in 
hours  of  labour.  But  these  coupons,  which  would 
certainly  be  needed  in  some  form  or  other,  are  clearly 
a  medium  of  payment,  and  in  this  sense  they  play  the  part 
of  material  money.  Hence  the  Socialist  system  is  a 
completely  developed  monetary  economy. 

It  is,  of  course,  not  necessary  that  the  abstract  unit 
of  reckoning  in  the  money-scale  of  the  Socialist  economy 
should  be  a  real  work-hour.  As  all  work-hours  cannot 
be  equally  valued,  it  must  be  an  ideal  or  “  normal  ” 
hour’s  work.  The  work  must  be  measured  in  so  many 
“  normal  work- hours  ”  per  hour’s  work  actually  performed, 
or  performed  according  to  the  quantity  of  the  article 
produced  or  calculated  in  some  other  way.  All  prices 
of  the  commodities  and  services  that  are  provided  for  its 
members  by  the  Socialist  community  must  be  calculated 
in  these  normal  hours  of  work.  As  the  members  of  the 
commonwealth  have  no  income  from  the  ownership  of 
material  means  of  production,  work  represents  the  entire 
income  of  the  individual.  Within  the  limits  of  this 
income  the  individual  is  perfectly  free  to  satisfy  his  wants 
according  to  existing  prices. 

In  the  circumstances  it  follows,  for  precisely  the  same 
reasons  as  we  gave  above  in  connection  with  pricing  in  the 
general  exchange  economy,  that  the  Socialist  system  is 
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bound  to  calculate  the  prices  of  all  goods  supplied  to 
consumers  primarily  according  to  the  principle  of  scarcity. 
The  system  has  no  other  method  of  adjusting  the  demand 
for  an  article  to  the  available  supply  of  it  except  to  put 
on  the  article  a  sufficiently  high  price  to  effect  this.  This 
pricing  must  clearly  extend  to  the  whole  of  the  book¬ 
keeping  of  the  system  and  include  the  whole  of  its  pro¬ 
duction.  The  prices  of  the  means  of  production  them¬ 
selves  will  have  to  be  settled  primarily  by  the  principle  of 
scarcity.  The  demand  of  consumers  is  indirectly  a  de¬ 
mand  for  means  of  production,  and  it  can  only  be  re¬ 
stricted  by  putting  a  suitable  price  on  them.  Hence  the 
principle  of  scarcity  is  just  the  same  for  the  Socialist  as  for 
the  existing  economy;  indeed,  in  a  balanced  and  rationally 
conducted  Socialist  system  it  would  have  to  be  main¬ 
tained  much  more  perfectly  than  is  possible  in  our  actual 
economic  system.  It  is  clear  from  what  we  have  said 
that  the  supplementary  principles  of  pricing  also  are  the 
same  for  the  Socialist  as  for  the  existing  system. 

What  we  have  said  about  pricing  in  general  in  the 
Socialist  economy  applies  especially  to  work.  The  price 
for  every  variety  of  work  must  be  high  enough  to  restrict 
the  demand.  As  long  as  the  community  recognises  the 
right  of  the  individual  worker  to  the  economic  return  on 
his  work,  the  wage  must  be  equal  to  the  price  of  his 
production.  It  is  generally  emphasised  by  Socialists 
that  their  economy  will  put  an  end  to  the  wage-system; 
and  this  must  mean  that  a  worker’s  wage  is  determined 
by  some  objective  factors  other  than  the  state  of  the 
market  at  the  time.  We  see  that  this  is  wrong.  Wages 
in  a  rationally  conducted  Socialist  economy  are  bound  to 
be  in  harmony  with  the  state  of  the  labour  market: 
which  means  that  they  are  determined  by  pricing  in 
accordance  with  the  principle  of  scarcity  and  the  supple¬ 
mentary  principles.  To  what  extent  Socialism  would 
control  the  state  of  the  market  itself  by  other  measures 
is  a  different  question.  We  shall  see  later  (§  38)  that 
this  is  possible  to  some  extent  both  in  the  Socialist  and 
the  actual  order  by  proper  education.  If  Socialism  would 
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go  beyond  this,  and  attempt  to  regulate  the  labour  market 
by  restricting  the  individual’s  choice  of  a  profession 
or  right  to  emigrate,  or  by  controlling  births,  etc.,  in 
order  to  create  a  market  which  would  permit  a  scale  of 
wages  that  would  be  regarded  as  suitable  on  “objective” 
grounds  (without  respect  to  the  state  of  the  market), 
it  would  be  possible  to  some  extent — though  only  to 
some  extent  (for  Socialism  could  not  get  over  the  natural 
scantiness  of  certain  personal  endowments) — but  it  would 
be  an  infringement  of  the  individual’s  control  of  his  own 
labour  and  of  his  personal  freedom  that  would  bring  the 
Socialist  economy  very  near  to  being  a  slave-economy, 
and  would,  at  all  events,  deprive  it  of  the  essential  features 
of  an  exchange  economy. 

In  what  follows  we  shall  have  many  opportunities  to 
test  the  necessity  of  economic  processes  by  examining 
the  conditions  of  the  Socialist  economy  we  have  analysed, 
and  in  many  cases  we  shall  reach  conclusions  opposed 
to  generally  accepted  ideas. 


CHAPTER  IV 

THE  MECHANISM  OF  PRICING 

§  1 6.  Arithmetical  Treatment  of  the  Problem  of 
Equilibrium. 

IN  the  preceding  chapter  we  deduced  the  principles 
which  govern  pricing  in  every  economy  as  necessary 
consequences  of  the  general  economic  principle.  If  the 
reader  has  fully  grasped  these  principles,  he  will  be  in  a 
position  to  form  a  correct  idea  of  the  general  nature  of 
pricing,  and  he  has  firm  ground  to  stand  on  in  dealing 
with  most  of  the  objects  of  theoretical  economics.  The 
science,  however,  also  includes  problems  which  require  a 
deeper  insight  into  the  mechanism  of  pricing.  It  is  a  matter 
of  the  much-disputed  character  of  the  nexus  of  causes  and 
effects  in  the  pricing-process,  and  of  a  question  of  great 
importance  in  connection  with  the  theory  of  money  with 
which  we  will  deal  later — the  degree  of  definiteness  of 
the  problem  of  fixing  prices.  In  order  to  elucidate  the 
mechanism  of  pricing,  we  have  to  give  in  mathematical 
form  the  intrinsic  nature  of  the  process  of  fixing  prices. 
This  must  not  be  understood  as  if  it  were  necessary  to 
describe  the  process  in  difficult  mathematical  language 
beyond  the  range  of  any  ordinarily  educated  person. 
The  essential  points  of  the  mechanism  can  be  realised 
by  any  person  who  has  a  general  knowledge  of  a  system 
of  equations  with  several  unknown  quantities.  Hence 
the  mathematical  expressions  in  this  section  need  deter 
no  one  from  reading  it.  The  work  is,  however,  so 
arranged  that  the  section  may  be  passed  over  without 
breaking  the  general  connectedness.  In  that  case  the 
reader  would  merely  have  to  be  content  with  a  less 
profound  insight  into  the  aforesaid  questions. 

H4 
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In  agreement  with  the  conclusions  of  the  preceding 
chapter  we  have  here  to  consider  a  self-contained  ex¬ 
change  economy  in  which  pricing  is  entirely  governed 
by  the  principle  of  scarcity  and  the  supplementary 
principles  we  gave.  How  that  state  of  things  is  brought 
about  does  not  matter  as  far  as  our  present  inquiry  is 
concerned.  We  know  that  prices  can  be  fixed  in  this 
way  in  very  different  organised  economies,  and,  particu¬ 
larly,  that  our  actual  economy  approximately  effects 
this  by  using  a  great  diversity  of  means.  In  order  to 
simplify  the  matter  as  much  as  possible,  we  will  assume 
that  there  is  no  indefiniteness  of  the  kind  mentioned 
in  §  13  with  regard  to  the  cost  of  production;  that, 
therefore,  the  principle  of  scarcity  suffices  entirely  for 
the  settlement  of  prices.  The  subsequent  introduction 
of  the  supplementary  principles  of  pricing  into  the 
mathematical  treatment  of  the  problem  of  equilibrium 
does  not  present  any  particular  difficulties  and  need  not 
engage  our  attention  here. 

First  we  will  consider  the  simple  case,  corresponding 
to  §  11,  where  the  influence  of  production  does  not  enter 
the  question,  and  the  quantities  of  goods  available  to  the 
consumer  in  a  definite  period  are  given:  which  is  equiva¬ 
lent  to  assuming  that  production  is  invariable  and  fixed 
once  for  all.  These  quantities  we  will  call  the  supply  of 
the  goods  in  question,  and  will  indicate  by  Sl5  S2  .  .  .  Sn, 
n  being  the  number  of  the  kinds  of  articles  in  question. 

We  suppose  that  the  consumers  are  not  the  same 
individuals  as  the  producers.  When  a  producer  con¬ 
sumes  part  of  his  production  himself,  we  regard  him  in 
his  capacity  of  consumer  as  a  separate  individual.  Hence 
any  consumption  on  the  part  of  the  producer  is  not  to 
be  deducted  beforehand  from  the  supply,  but  counted 
as  part  of  the  total  supply  on  the  same  footing  as  all 
other  consumption. 

We  first  assume  that  the  sum  of  money  which  each 
consumer  pays  during  the  relevant  period  for  the  satis¬ 
faction  of  his  wants  is  fixed  in  advance.  In  those  circum¬ 
stances  the  demand  of  each  consumer  for  various  goods 
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during  the  period  is  clearly  settled  as  soon  as  prices  are 
settled. 

The  connection  between  the  demand  and  the  price 
of  an  article  is  best  represented  by  saying  that  the  price 
of  the  article  is  selected  as  an  independent  invariable. 
If  we  then  vary  the  price,  we  can  determine  how  much 
of  the  article  in  question  the  relevant  individual  will  buy 
at  any  particular  price,  or  how  the  individual  demand 
varies  with  the  price.  The  result  of  this  inquiry  can  be 
shown  in  a  table;  or  the  individual  demand — the  quantity 
of  the  article  which  the  individual  in  question  buys  at 
a  given  price — can  be  conceived  as  a  function  of  the 
price,  the  form  of  this  function  expressing  the  subjective 
valuation. 

The  advantage  of  this  way  of  expressing  the  individual 
demand  is  especially  seen  when  one  wants  to  deal  with 
the  demand  of  several  individuals  together.  We  then 
have  a  common  independent  variable,  the  price,  and  for 
every  value  of  this  variable  we  know  the  demand  of  each 
individual  consumer.  Each  such  demand  is  represented 
by  a  figure  which  expresses  how  many  units  of  the  article 
the  consumer  in  question  wishes  to  buy.  Consequently 
these  figures  can  be  added  together,  and  we  get  the  total 
demand  for  the  article  in  question.  This  also  can  be 
put  in  the  form  of  a  table,  giving  the  total  quantity  of 
the  article  that  is  desired  at  each  particular  price;  or  we 
may  represent  this  total  demand  as  a  function  of  the  price. 

But  if  we  look  more  closely  into  the  demand-func¬ 
tion,  we  shall  find  that  it  also  contains,  as  variables,  the 
prices  of  all  the  other  goods.  The  demand  of  the  indi¬ 
vidual  consumer  for  a  particular  article  is,  as  we  have 
seen  (§  11),  not  determined  until  the  prices  of  all  articles 
that  can  be  objects  of  his  demand  at  all  are  fixed.  It  is 
only  when  this  is  done  that  he  has  all  the  data  to  guide 
him  in  regulating  his  consumption  within  the  limits  of 
his  means;  until  then  he  is  not  in  a  position  to  fix  his 
demand  for  any  particular  article. 

With  the  prices  of  the  n  goods,  therefore,  the  demand 
cf  each  individual  consumer,  and  consequently  the  total 
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demand  of  the  whole  of  the  consumers,  for  any  particular 
article  is  settled.  If  we  call  the  total  demand  for  the  n 
goods  during  the  relevant  period  Dl3  D2  .  .  .  Dn,  we 
can  give  these  magnitudes  as  functions  of  the  n  prices, 
thus: 

(1)  D1=F1(/>1  .../>„) 


D*  U(?l  •  •  •  Pn) 

pi  ...  pH  being  the  prices  of  the  n  goods. 

But  in  the  equilibrium  of  the  economy  the  demand 
for  each  individual  article  must  be  in  harmony  with  the 
supply  of  it,  as  the  fixing  of  prices  in  accordance  with  the 
principle  of  scarcity  has  to  restrict  the  demand  until  it 
can  be  met  out  of  the  available  supply  of  commodities. 
Consequently: 

Ffi  =S1?  D2  =  S2  .  .  .  Db  =  S„ 
and  so  according  to  (1): 

(2)  U(?l  •  *  •  Pn)~  Si 

F2(?l  .  .  .  pn)=  §2 


Fn(^i  •  •  •  pn)  ~  ^11 

Hence  to  solve  the  pricing  problem  in  the  simple  case 
we  are  considering,  we  have  only  to  regard  the  n  prices 
as  the  unknown  quantities  of  the  problem,  and  take  them 
as  given  in  the  usual  mathematical  way.  We  are  then 
in  a  position  to  express  the  demand  for  the  n  goods  in 
these  prices  according  to  equations  (1),  and  equations  (2) 
then  follow  as  a  consequence  of  the  principle  of  scarcity. 
This  system  contains  n  equations  for  the  determination 
of  n  unknown  prices;  which  is  generally  sufficient  to 
determine  the  n  unknown  quantities.  Once  the  prices 
are  known,  the  demand  of  each  individual  consumer  and 
the  total  demand  for  each  particular  commodity  can  be 
calculated.  As  the  demand  is  satisfied  at  the  prices 
calculated  in  this  way,  the  whole  problem  of  the  dis- 
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tribution  of  the  commodities  available  to  consumers  is 
solved. 

That  the  problem  of  pricing  cannot  be  treated 
separately  for  each  article  is  due,  as  we  see,  to  the  fact 
that  the  demand  for  an  article  depends  not  only  upon 
the  price  of  that  article  but  upon  the  prices  of  all  other 
articles  as  well.  It  is  this  fact  which  makes  it  necessary 
to  express  the  pricing  process  by  a  system  of  simul¬ 
taneous  equations  like  our  system  (2).  The  intrinsic 
nature  of  the  pricing  process  cannot  be  adequately 
represented  in  any  other  way. 

We  have  here  taken  the  supply  for  granted;  that  is 
to  say,  we  have  assumed  that  during  the  period  in  question 
the  articles  are  available,  or  will  be  provided  by  produc¬ 
tion,  in  constant  quantities  fixed  in  advance.  Now  let  us 
drop  this  assumption,  and  introduce  the  whole  produc¬ 
tion  into  the  pricing  problem.  As  in  this  section  we 
want  to  consider  only  prices  determined  in  accordance 
with  the  principle  of  scarcity,  we  assume  that  the  cost  of 
production  of  each  article  is  clearly  fixed  by  the  prices 
of  the  means  of  production. 

In  discussing  our  present  problem  we  must  consider 
a  continuous  productive  process,  and  invest  with  an 
arithmetical  form  the  conditions  of  equilibrium  of  such 
an  economy  with  constant  prices  which  we  gave  in  §  12. 
First  we  will  take  the  simplest  case,  the  stationary 
economy. 

The  limitation  of  the  production  of  new  articles  is, 
as  we  saw  in  §  3,  given  by  the  scarcity  of  the  means  of 
production.  Through  production  the  relative  scarcity 
of  the  satisfaction  of  wants  is  referred  to  the  scarcity  of 
the  means  of  production.  The  general  character  of  the 
means  of  production  also  was  indicated  in  the  third 
section.  Here,  where  we  are  specially  concerned  with 
the  mechanism  of  pricing,  we  must  take  the  means  of 
production  and  their  quantities  for  granted.  In  order 
to  have  a  concrete  substratum  of  our  inquiry,  we  may 
take  as  types  of  these  labour,  the  raw  materials  provided 
by  nature,  and  the  services  of  existing  durable  goods. 
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The  answer  to  the  question  how  far  these  means  of  pro¬ 
duction  may  be  regarded  as  elementary,  or  are  them¬ 
selves  reproducible,  must  be  reserved  for  the  next  Book; 
as  must  also  the  complete  and  final  analysis  of  the  means 
of  production.  There  we  shall  come  to  the  question  how 
far  the  elementary  means  of  production,  although  not 
reproducible,  are  nevertheless  subject  in  another  way,  in 
respect  of  the  quantities  provided,  to  the  influence  of 
the  pricing  process.  Here  we  must  be  content  simply  to 
take  for  granted  a  series  of  means  of  production  as  ele¬ 
mentary  and  available  in  given  quantities.  Let  r  be  the 
number  of  these  means  of  production  and  R1?  R2  .  .  . 
Rr  the  quantities  of  them  which  are  available  in  a  given 
unit-period.  This  period,  which  we  may  also  call  the 
“  income  period  ”  or,  if  we  select  a  unit  of  time  for  the 
purpose,  the  “  unit  period,”  may,  if  the  productive 
process  is  sufficiently  uniform  (p.  28),  be  made  as  short 
as  we  choose;  it  may,  according  to  the  nature  of  the 
problem  in  hand,  represent  a  day,  a  week,  or  a  year. 

With  the  help  of  these  means  of  production,  then, 
finished  goods  of  n  different  sorts  are  produced.  To 
produce  the  unit-quantity  of  article  1,  it  may  be  necessary 
to  use  quantities  alx  .  .  .  alr  of  the  means  of  pro¬ 
duction;  for  the  unit-quantity  of  article  2,  the  quantities 
tf2J  .  .  .  aZr  of  the  same  means  of  production  may  be 
required;  finally,  for  the  unit-quantity  of  article  n,  the 
quantities  anl  .  .  .  anr.  These  quantities  may  be 
called  “  technical  coefficients.”  They  represent  the 
technical  conditions  of  production.  As  we  have  here 
assumed  these  conditions  to  be  fixed,  the  technical 
coefficients  are  to  be  regarded  as  given  magnitudes  of  the 
problem.  Obviously  several  a  may  be  equal  to  zero, 
as  all  the  means  of  production  are  not  needed  in  making 
each  article. 

As  to  the  significance  of  these  technical  coefficients 
we  need  make  only  the  following  observation :  The 
making  of  a  unit-quantity  of  a  finished  article  requires, 
as  a  rule,  the  use  of  means  of  production  of  a  whole  series 
of  different  unit-periods.  Production  is  only  completed 
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in  the  last  of  these,  and  the  finished  article  made  available 
for  consumption.  Our  a  designate  primarily  the  tdtal 
quantity  of  the  means  of  production  of  each  particular 
kind  which  are  required  in  this  way  for  making  the  unit- 
quantity  of  a  finished  article.  They  are  as  such  sums  of 
quantities  of  means  of  production  of  various  unit-periods. 
In  the  stationary  economy,  however,  production  goes  on 
to  an  invariable  extent.  Hence  the  making  of  an  article 
of  a  certain  sort  is  repeated  in  each  unit-period.  In 
order  that  this  continuous  process  of  production  shall  give 
the  unit-quantity  of  the  article  in  each  unit-period,  a 
definite  quantity  of  the  means  of  production  must  be 
available  in  each  such  period.  The  demands  which  the 
constantly  repeated  production  of  the  finished  article 
makes  upon  the  means  of  production  of  a  definite  unit- 
period  are  summed  up,  and  determine  this  quantity. 
It  is,  therefore,  obviously  the  same  as  the  quantity  of  the 
means  of  production  of  different  unit-periods  which  is 
required  for  making  a  definite  unit-quantity  of  the 
article.  Our  a  thus  designate  the  quantities  of  the  means 
of  production  defined  in  both  the  first  and  the  second  way. 

According  to  the  principle  of  scarcity  the  required 
limitation  of  the  demand  must  now  be  secured  by  uni¬ 
form  prices:  that  is  to  say,  there  must  be  one  price  for 
every  single  means  of  production  as  well  as  every  finished 
article.  We  now  choose  the  prices  of  the  various  means 
of  production  as  the  unknown  quantities  of  the  pricing 
problem.  Let  us  take  these  for  granted  for  the  moment, 
and  call  them  q1  .  .  .  qr.  We  can  then  calculate  the 
price  of  each  of  the  n  finished  articles.  Indicate  these 
prices  by  .  .  .  pn,  and  we  have: 

(3)  ail  ?1  +  ^12  ?2  +  •  •  •  +a\r<l,=f\ 

^21  ?l  +  'I22  ?2+  •  •  •  +d2r  ?r=?2 


a»l  1l  +  an2,  ?2  +  •  ‘  '  +anr1r—pn- 

And  once  the  prices  of  the  finished  goods  are  known 
it  follows  from  what  we  have  said  that  the  total  demand 
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for  each  article  in  each  unit-period  is  known,  and  can  be 
calculated  bp  the  use  of  the  following  system  of  equations : 

(4)  Dx=Fi(?x  ■■■?«) 

D2  =  F2(/>j  •  .  .  P„ ) 


Fn(?l  •  •  •  Pn) 

In  accordance  with  the  principle  of  scarcity  every  demand 
must,  at  equilibrium  prices,  be  satisfied  by  the  supply; 
and  we  thus  get 

(5)  J-h  =Sp  D2  =  S2  .  .  .  D„  =  S„ 

in  which  Sx,  S2,  Sn  signify  the  amounts  of  each  of  the 
articles  that  are  produced  in  the  unit-period. 

We  now  know,  therefore,  the  quantities  of  the  various 
articles  that  are  produced  in  each  unit-period.  From 
these  we  can  deduce  as  follows  the  demands  that  are  made 
upon  the  means  of  production  of  a  certain  unit-period — 
let  us  say  the  present.  To  produce  permanently  in  each 
unit-period  a  unit  of  article  1  we  need  quantities  an  .  .  .  alr 
of  these  means  of  production.  For  quantity  Sx  we 
consequently  need  quantities  ^nSx  .  .  .  *ZifSx.  It  is 
the  same  in  regard  to  the  other  products.  In  all, 
therefore,  we  need  for  the  continuous  production  of  the 
quantities  Sa  .  .  .  S„: 

Of  means  of  producton  I  the  quantity  a11Sx  +  ^21S2+  .  .  .  +aBlS„  (6) 
Of  means  of  production  2  the  quantity  a12S2  +  ^22S2+  .  .  .  +tf„2S„ 


Of  means  of  production  r  the  quantity  tflrSx  +  ^2rS2  +  .  .  .  + 

These  quantities  represent  in  the  continuous  stationary 
economy  the  indirect  demand  of  consumption  for  the 
means  of  production  needed  in  each  unit-period.  In 
accordance  with  the  principle  of  scarcity  this  demand 
for  each  means  of  production  must  be  equal  to  the  quan¬ 
tity  of  this  means  of  production  available  within  the 
unit-period  considered,  since  it  is  the  object  of  pricing 


i42  THE  MECHANISM  OF  PRICING 

to  restrict  the  demand  just  as  much  as  is  necessary  for 
this  purpose.  Hence: 

(7)  fl21^2  "t  *  *  *  “t 

R2  =<Z12^1  “t  ^22^2  l2n2^n 


Rj.  +  #2^2  +  •  •  •  "t  &nr^n* 

Here  the  S  are,  in  virtue  of  equation-systems  (5)  and  (4), 
functions  of  fi,  and  therefore,  in  virtue  of  equation- 
system  (3),  functions  of  q.  The  system  of  equations  (7) 
thus  contains  as  unknown  quantities  the  r  prices  of  the 
means  of  production.  There  are  also  r  equations,  and 
the  system  therefore  suffices  generally  to  determine  the 
unknown  quantities.  Once  the  prices  of  the  means  of 
production  are  known,  we  can  calculate  the  prices  of  the 
finished  articles  in  virtue  of  equation-system  (3).  This 
gives  also,  by  means  of  equation-system  (4),  the  demand 
in  each  unit-period  for  each  of  the  finished  articles. 
We  can,  therefore,  calculate  the  demands  that  will  be 
made  upon  production.  Equations  (5)  show  how  much 
of  each  article  should  be  produced  in  each  unit-period, 
which  settles  the  distribution  of  the  means  of  production 
amongst  the  various  branches  of  production.  The  claims 
which  the  continuous  demand,  regulated  by  these  prices, 
makes  upon  the  various  means  of  production  existing  in  a 
definite  unit-period  are  to  be  calculated  according  to 
formulae  (6).  The  adjustment  of  these  demands  to  the 
available  quantity  of  means  of  production  is  guaranteed 
by  equation  system  (7).  Thus  the  pricing  problem  is 
entirely  solved  for  the  case  we  are  considering  here. 

Our  equations  show  the  real  nature  of  the  pricing 
process  which  cannot  be  exactly  represented  in  any 
simpler  form.  The  demand  for  a  finished  article  is  an 
attempt  to  attract  certain  means  of  production  to  a  par¬ 
ticular  use.  This  is,  however,  opposed  by  similar  attempts 
in  the  shape  of  the  demand  for  the  other  finished  goods. 
We  thus  get  a  struggle  for  the  relatively  scarce  means 
of  production:  in  the  exchange  economy  this  struggle 
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is  settled  by  fixing  uniform  prices  for  the  means  of  pro¬ 
duction;  these  in  turn  fix  the  prices  of  the  products,  and 
are  thus  a  means  of  restricting  the  demand.  The  demand 
for  a  certain  means  of  production  caused  bp  a  steady 
demand  for  each  particular  product  is  summed  up  for 
each  unit-period  in  a  total  demand  for  this  means  of 
production  which  is  represented  by  the  right  side  of 
equation-system  (7),  and,  in  a  state  of  equilibrium,  must 
be  equal  to  the  given  quantity  of  the  means  of  production. 
An  equation  of  this  kind  must  apply  to  each  means  of 
production. 

There  has  been  a  good  deal  of  controversy  as  to  what 
the  determining  factors  of  the  prices  are.  We  can  now 
answer  this  question.  They  are  the  different  given 
coefficients  of  our  equations.  These  coefficients  may  be 
distributed  in  two  chief  groups,  which  we  may  call  the 
objective  and  the  subjective  determining  factors  of  prices. 
The  objective  factors  are  the  quantities  of  the  means  of 
production  (R)  and  what  we  may  call  the  technical 
coefficients  (a).  The  subjective  factors  are  the  coefficients 
of  equations  (4),  which  represent  the  dependence  of  the 
demand  upon  prices.  All  these  factors  are  essential  in 
the  settlement  of  prices.  Hence  an  “  objective  ”  or 
“  subjective  ”  theory  of  value,  as  a  theory  that  would 
trace  prices  to  objective  or  subjective  factors  alone,  is 
nonsense.  The  whole  controversy  between  these  theories 
of  value,  which  has  occupied  such  a  disproportionately 
large  place  in  economic  literature,  is  mere  waste  of  time. 

Equation-system  (7)  expresses  the  fact  that  the 
indirect  demand  of  the  continuous  consumption  for  the 
various  means  of  production  in  each  period  must  be 
covered  by  quantities  of  these  means  available  in  that 
period,  and  that  the  prices  must  be  high  enough  to 
regulate  the  demand  in  harmony  with  this  condition. 
We  may  say,  therefore,  that  prices  are  determined  by 
the  scarcity  of  the  means  of  production  in  proportion 
to  the  indirect  demand  of  consumers  for  them.  The 
scarcity  of  the  means  of  production,  in  accordance  with 
our  assumptions  is  a  given  factor  of  the  problem.  The 
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demand,  on  the  other  hand,  is  itself  a  function  of  the 
prices  of  finished  goods,  and  consequently,  in  virtue  of 
equation-system  (3),  a  function  of  the  prices  of  the  means 
of  production,  and  therefore  cannot  be  a  determining 
factor  of  them.  What  is  on  this  side  a  given  factor  of 
the  problem  of  prices  is  the  way  in  which  the  demand- 
functions  depend  upon  the  prices  of  the  means  of  pro¬ 
duction;  that  is  to  say,  the  form  of  these  functions  or 
the  aggregate  of  their  coefficients,  which  characterise  the 
nature  of  the  demand  for  the  means  of  production.  When 
we  thus  give  the  scarcity  of  the  means  of  production 
and  the  character  of  the  demand  for  them  as  the  two 
determining  factors  of  prices,  it  is  clear  at  once  that  there 
can  be  no  question  of  a  priority  of  one  or  the  other 
factor.  They  are  both,  in  the  full  sense  of  the  word, 
essential  determining  factors  of  prices. 

This  solution  of  the  pricing  problem  is  so  far  general 
that  it  includes  the  case,  previously  considered,  where 
the  articles  which  are  the  direct  object  of  demand  are 
not  reproducible  at  will,  but  given  in  fixed  quantities. 
Indeed  these  articles  are  on  a  level  with  the  means  of 
production  only  in  our  general  solution  of  the  problem. 
That  a  thing  is  reproducible  means  only  that  its  scarcity 
can  be  ascribed  to  the  absolute  scarcity  of  other  non- 
reproducible  things.  These  absolutely  scarce  things  we 
call  elementary  means  of  production.  Hence  the  solution 
of  the  pricing  problem  is  uniform  for  all  classes  of  goods. 
The  attempts  that  are  sometimes  made  to  frame  different 
theories  of  prices  for  reproducible  and  non-reproducible 
goods  are  superfluous  and  misleading. 

We  have  reduced  the  pricing  problem  to  factors 
which  for  the  moment  we  may  regard  as  given  factors  of 
the  problem.  Frequently,  however,  we  find  writers 
indicating  as  determining  factors  of  prices  certain  things 
which  are,  as  a  matter  of  fact,  variables  of  the  problem 
just  as  much  as  the  prices  themselves,  and  can  only  be 
determined  by  the  given  factors  we  have  described. 
We  have  already  shown  that  the  demand  is  a  variable  of 
that  kind.  How  far  each  separate  demand  either  for 
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the  means  of  production  or  the  finished  articles  can  be 
satisfied,  and  therefore  which  is  the  marginal  purchaser, 
or  which  the  last  want  to  be  satisfied,  and  therefore 
how  great  the  “  marginal  utility  ”  is,  are  questions 
that  can  only  be  answered  in  connection  with  the  deter¬ 
mination  of  prices  by  means  of  our  systems  of  equations. 
Hence,  what  is  called  the  marginal  utility  is  in  just  the 
same  position  as  the  price  as  an  unknown  quantity  of 
the  problem;  and  it  is,  therefore,  absurd  to  quote  the 
“marginal  utility”  as  an  explanatory  factor  of  the  price. 

Much  the  same  as  we  have  said  about  the  demand 
may  be  said  also  of  the  “  cost  of  production  ”  of  the 
finished  articles,  which  is  sometimes  given  as  an  indepen¬ 
dent  determining  factor  of  the  price.  The  cost  of  pro¬ 
duction  of  our  goods  is  given  by  our  equation-system  (3), 
and  is  therefore  not  known  until  the  prices  of  the  means 
of  production,  which  are  the  unknown  quantities  of  the 
problem,  are  fixed.  When  the  “  technical  cost  of  pro¬ 
duction  ”  is  quoted  as  a  co-determining  factor  of  price, 
we  must  understand  by  this  merely  the  “  technical  co¬ 
efficients”  a.  Cost  is,  as  we  have  said  (§  12),  essentially 
an  economic  conception,  chiefly  originating  from  the  fact 
that  demand  must,  in  consequence  of  the  scarcity  of  the 
means  of  satisfying  wants,  be  restricted  by  prices. 

The  cost  of  production  of  a  commodity  is  not  an 
isolated  phenomenon,  as  it  is  sometimes  represented. 
The  means  of  production  that  are  used  in  making  an 
article  can  as  a  rule  be  used  also  for  making  other  articles, 
and  are,  as  regards  the  consumption  of  these  articles,  the 
object  of  a  demand  that  emphasises  their  relative  scarcity. 
The  prices  of  these  means  of  production,  and  therefore 
the  cost  of  production  of  the  first  article,  depend  upon 
this  demand.  For  instance,  as  long  as  the  waterfalls  of 
Scandinavia  were  used  only  for  producing  mechanical 
power,  chiefly  for  the  timber  and  iron  industries,  the 
natural  water-horse- power  was  very  cheap  in  many  places, 
if  not  valueless,  and  the  industries  which  used  such  hardly 
needed,  as  a  rule,  to  reckon  it,  in  its  natural  state,  amongst 
the  costs  of  production.  Now  that  there  is  a  demand  for 
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water-power  for  producing  electrical  energy,  it  Ras  in 
many  cases  raised  the  price  of  natural  water-power;  and 
this  has  to  be  taken  into  account  in  calculating  the  cost 
of  production  in  the  timber  and  iron  industries. 

This  dependence  of  the  cost  of  the  production  of  an 
article  upon  the  demand  for  other  articles  is  the  counter¬ 
part  of  the  dependence  of  the  demand  for  an  article  upon 
the  prices  of  other  articles  to  which  we  referred  previously. 
This  reciprocal  dependence  of  the  unknown  quantities 
of  the  pricing  problem  is,  as  we  saw  previously  in  the  simple 
case  in  which  there  is  no  question  of  production,  what 
makes  any  isolated  treatment  of  the  pricing  problem 
for  a  single  article  impossible;  shows  that  the  problem  is 
essentially  one,  extending  to  the  whole  of  the  exchange 
economy;  and  gives  the  process  of  pricing  an  intrinsic 
consistency  that  can  only  be  reproduced  by  a  system  of 
simultaneous  equations. 

Hitherto  we  have  assumed  that  the  sum  of  money 
which  each  consumer  pays  for  the  satisfaction  of  his 
wants  in  the  unit-period  is  fixed  in  advance.  On  this 
assumption  it  is  clearly  enough  to  know  the  prices  of 
finished  goods  to  determine  the  demand  of  each  consumer 
for  these  goods.  The  total  demand  for  the  various  goods 
can  then  be  calculated  by  the  aid  of  our  equation-system 
(4).  When,  in  fine,  the  prices  are  calculated  by  means 
of  equation-system  (7)  they  are  settled  relatively  to  the 
total  money  payments  of  the  consumers  which  we  have 
taken  for  granted.  From  this  we  may  deduce  that  the 
prices  are  determined  absolutely,  not  merely  relatively  to 
each  other,  by  equation-system  (7). 

The  assumption  that  the  money  payments  of  the 
consumers  to  buy  finished  articles  for  the  satisfaction  of 
their  wants  are  settled  in  advance  must  now  be  dropped. 
The  money  payments  of  a  consumer  are  essentially  deter¬ 
mined  by  his  income.  This  is  the  general  case,  at  all 
events,  if  payments  and  income  are  taken  over  a  long 
period.  The  payments  need  not  be  equal  to  the  income 
in  every  period.  The  consumer  may  save  part  of  his 
income.  In  certain  cases  he  may,  on  the  other  hand, 
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spend  more  than  his  income,  by  borrowing  money  for 
purposes  of  consumption  or  leaving  his  bills  unpaid  for 
a  time.  Both  saving  and  consumption  beyond  one’s  in¬ 
come  may  be  influenced  by  current  prices.  If,  however, 
all  prices  are  fixed,  we  must  assume  that  the  amount  of 
all  payments  of  each  consumer  and  the  distribution  of 
them  amongst  the  various  classes  of  goods  are  determined 
by  his  income.  In  the  stationary  economy  these  payments 
are  constant,  and  as  there  is,  on  the  whole,  no  saving  in 
such  an  economy  equal  to  the  income.  For  the  sake  of 
simplicity  we  may  assume  the  same  in  regard  to  each 
individual  economy.  The  income  of  the  individual, 
however,  is  determined  by  the  prices  of  the  means  of 
production  which  he  sells  in  the  course  of  the  productive 
process.  The  various  incomes  of  the  members  of  the 
exchange  economy  are  thus  determined  by  the  pricing 
process,  and  neither  these  incomes  nor  the  payments  made 
in  virtue  of  them  should  be  regarded  as  quantities  of  the 
pricing  problem  given  in  advance.  It  is  only  when  we 
take  the  income  also  as  one  of  the  unknown  quantities 
of  the  pricing  problem  that  we  are  in  a  position  to  deal 
with  the  problem  in  a  way  that  reflects  the  exchange 
economy,  shows  the  consumers  to  be  at  the  same  time 
producers,  and  enables  us  to  see  how  much  of  the  articles 
produced  the  individual  producer  is  in  a  position  to 
acquire  in  exchange  for  his  productive  activity.  The 
pricing  problem  in  this  generalised  form  contains  in 
itself  the  problem  of  economic  distribution.  Hence  the 
problem  of  distribution  is  not  an  independent  problem 
of  economic  science,  but  must  be  regarded  essentially  as 
a  special  aspect  of  the  general  problem  of  prices.  The 
solution  of  the  problem  of  distribution  is  from  this  point 
of  view  included  in  our  system  of  simultaneous  equations. 
This,  of  course,  does  not  mean  that  the  practical  problem 
of  distribution  cannot  be  regarded  from  other  points  of 
view;  indeed,  it  must  be  (compare  §  19).  The  character 
of  economic  distribution  is  always  determined  by  the  prices 
fixed  by  our  system  of  equations  for  the  means  of  produc¬ 
tion  co-operating  in  the  social  process  of  production, 
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and  the  shares  of  the  various  economic  subjects  in  the 
outcome  of  social  production  are  thus  essentially  deter¬ 
mined  by  the  relative  scarcity  of  those  means  of  production 
which  are  at  their  disposal.  It  is  only  the  study  of  pricing 
conceived  in  these  general  terms  that  can  give  us  a 
complete  and  harmonious  picture  of  the  processes  within 
the  exchange  economy. 

Our  new  assumptions  make  no  change  in  the  outward 
form  of  the  systems  of  equations  which  serve  to  determine 
prices.  But  the  content  of  equations  (4)  is  altered. 
Previouslv  these  equations  expressed  the  dependence  of 
the  demand  upon  the  prices  of  commodities,  on  the 
assumption  that  the  total  payments  of  the  consumers 
were  given.  Now  we  have  to  start  from  the  prices  of 
the  means  of  production,  which  are  provisionally  taken 
as  known,  and  with  the  aid  of  these  calculate  the  incomes 
of  the  various  individual  economies.  On  our  assumption 
these  incomes,  taken  in  conjunction  with  the  prices  of 
commodities,  which  also  are  calculated  from  the  prices 
of  the  means  of  production,  determine  the  total  pay¬ 
ments  for  consumption  of  the  individual  economy  so 
that  we  can  give  equations  (4)  in  the  same  way  as  before. 
But  they  no  longer  include  the  total  payments,  which  we 
previously  took  for  granted,  as  constants.  Now,  however, 
we  have  the  coefficients  of  the  functions  Fi  .  .  .  Fn 
as  functions  of  the  prices  of  the  means  of  production. 
But  the  variables  px  ...  pn  are  themselves,  in  accordance 
with  equation- system  (3),  functions  of  the  unknown 
quantities  qx  .  .  .  qr.  Hence  functions  Fx  .  .  .  F„ 
now  contain,  besides  the  variables  qx  .  .  .  q„  only  con¬ 
stants  which  must  be  regarded  as  given  in  our  problem, 
and  represent  the  dependence  of  the  demand  upon  prices 
and  upon  the  distribution  of  income  determined  by  these 
prices. 

Up  to  the  present  we  have  conducted  our  analysis 
on  the  assumption  of  a  stationary  economy.  Now  we 
have  also  to  consider  the  evenly  progressive  economy. 
In  that  the  quantities  of  the  means  of  production  that 
are  available  in  any  unit- period  (our  Rx  .  .  .  Rf)  are 
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constantly  increasing.  The  ratio  of  this  increase,  and 
of  the  even  progress  of  the  economy  generally,  we  will 
designate  c.  If  for  the  moment  we  take  the  prices  of 
the  means  of  production  as  given,  the  money  incomes 
which  are  derived  from  the  sale  of  these  means  of  pro 
duction,  and  therefore  increase  in  the  same  ratio  c,  are 
determined.  Part  of  this  income  is  spared:  the  rest  is 
used  for  buying  finished  articles.  In  the  evenly  pro¬ 
gressive  economy,  however,  the  degree  of  saving  is 
constant,  and  the  sums  of  money  which  are  available  for 
consumption  in  every  period  increase  in  the  ratio  c. 
With  the  help  of  the  technical  coefficients  a  the  prices 
of  finished  articles  are  determined  by  equations  (3)  in 
the  same  way  as  in  the  previous  case.  As  these  prices 
remain  constant,  the  demand,  with  its  steadily  increasing 
purchasing  power,  can  be  satisfied  to  an  increasing 
extent.  Hence  in  the  evenly  progressive  economy  we 
must  assume  that  our  Dx  .  .  .  D„  all  increase  in  the  fixed 
ratio  c.  That  must  then  also  apply  to  our  Sx  .  .  .  S„. 

However,  the  continuous  production  of  these  steadily 
increasing  quantities  of  things  makes  demands  upon 
the  means  of  production  Rj  .  .  .  Rn  that  are  available 
in  a  given  unit-period.  Our  equations  (7)  remain  un¬ 
changed,  but  the  coefficients  a  must  be  replaced  by 
others.  As  we  have  already  said,  the  a  are  sums  of  other 
constants  which  show  how  much  of  them  refers  to  each 
unit-period;  that  is  to  say,  how  much  of  each  means 
of  production  is  required  in  each  unit-period  for  the 
production  of  a  definite  unit- quantity  of  each  of  our 
finished  goods.  As  production  is  now  supposed  to 
increase  uniformly,  these  unit-quantities  must  be  re 
placed  by  quantities  constantly  increasing  in  the  ratio  c  ; 
therefore  the  corresponding  constants  also  increase  in 
the  same  ratio — that  is  to  say,  they  must,  if  wre  con¬ 
sider  a  series  of  successive  unit- periods,  be  multiplied  by 
successive  powers  of  the  ratio  of  progress.  The  constants 
thus  determined  must  be  added  to  sums  which  have  to 
replace  our  a  in  equations  (7). 

The  essential  thing  is,  however,  that  these  new  coeffi- 
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cients  contain,  besides  the  elements  of  our  old  “  technical 
coefficients,”  only  the  ratio  of  progress  c,  and  they  are 
therefore  to  be  regarded  as  given  quantities  in  the  present 
pricing  problem,  if  the  prices  of  the  means  of  production 
are  taken  as  known.  Thus  equation  system  (7)  sub¬ 
stantially  preserves  its  character,  and  it  suffices,  as  in  the 
previous  case,  to  determine  the  prices  of  the  means  of  pro¬ 
duction,  so  that  the  whole  problem  of  pricing  is  solved. 

The  demands  which  a  steadily  increasing  production 
makes  upon  the  means  of  production  of  a  present  unit- 
period  are,  of  course,  greater  than  the  demands  which 
a  stationary  production,  corresponding  to  the  present 
supply  of  finished  articles,  would  make.  The  income  of 
the  present  unit-period,  determined  by  the  prices  of  the 
means  of  production,  exceeds  in  the  same  proportion 
the  total  value  of  the  available  finished  articles  in  that 
period.  Hence  the  income  falls  into  two  parts,  one  of 
which  is  used  for  the  purchase  of  finished  articles,  the 
other  to  buy  the  increase  of  real  capital  in  the  period  in 
question.  The  first  part  serves  to  pay  for  those  means  of 
production  which  are  required  for  the  production  of 
finished  goods,  including  maintenance  of  the  existing 
real  capital;  the  second  part  to  pay  for  the  other  means 
of  production,  which  are  devoted  to  the  augmentation 
of  real  capital.  The  ratio  of  the  two  parts  determines 
the  degree  of  saving  and  the  ratio  of  progress  c.  The 
specific  significance  of  the  rate  of  interest  in  this  con 
nection  must  be  reserved  for  later  consideration  (§  25). 

It  is  easy  to  see  that  the  functions  Fx  .  .  .  Fn  must 
be  of  the  same  form,  and  that  they  will  remain  un¬ 
changed  if  all  the  q,  expressed  in  the  monetary  unit, 
are  multiplied  by  any  multiplier  whatever;  because,  in 
an  economy  that  is  in  a  state  of  constant  equilibrium, 
the  demand  can  only  be  fixed  by  the  relative  prices. 
The  same  equilibrium  could  just  as  well  be  maintained 
if,  let  us  say,  the  prices  were  doubled,  as  the  income 
would  then  be  twice  as  great;  and  the  distribution  of 
the  income  amongst  the  various  ways  of  satisfying  wants 
can  only  depend,  when  there  is  permanent  equilibrium, 
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upon  the  ratio  of  prices  of  goods  and  income,  not  upon 
the  absolute  figures  themselves.  That  the  result  would 
be  different  in  the  transition-stage  to  higher  prices,  since 
regard  for  other  prices  than  those  of  the  moment  enters 
the  matter,  we  shall  have  to  bear  in  mind  in  our  theory 
of  money  (§§  49-51). 

We  can  see  in  other  ways  also  that  the  functions 
Ft  .  .  .  Fn  must  have  this  property.  It  is  well  known 
that  in  modern  physics  calculation  of  the  dimensions 
of  the  various  magnitudes  discussed  in  the  science  is 
very  important.  Theoretical  economics  can  make  use 
of  the  same  method.  Price,  reckoned  in  money,  is  one 
of  the  fundamental  economic  dimensions:  it  may  be 
called  the  dimension  of  value.  Now,  as  the  demand  for  a 
particular  good  is  expressed  by  the  number  of  desired 
units  of  the  commodity,  it  may  be  a  length  (so  many 
yards  of  cloth,  for  instance),  or  a  weight  (so  many  pounds 
of  sugar),  and  so  on.  But  it  clearly  does  not  contain  the 
dimension  of  value :  in  regard  to  value  its  dimension  is 
zero.  This  is  equivalent  to  saying  that  a  multiplication 
of  all  the  prices  q,  expressed  in  the  monetary  unit, 
which  now  alone  represent  the  dimension  of  value  in  the 
demand-functions  Fx,  by  one  and  the  same  factor,  does 
not  affect  these  functions. 

The  multiplication  of  all  the  prices  q,  expressed  in  the 
monetary  unit,  by  any  factor  whatever,  has,  therefore, 
no  influence  upon  equations  (5)  and  (7).  As  the  latter 
system,  which  determines  the  prices  q ,  has  this  property, 
it  must  also  be  realised  bv  a  system  of  prices  qy  in  which 
all  the  q ,  expressed  in  the  monetary  unit,  are  multiplied 
by  any  factor  we  please.  Hence  our  equation-system  is 
indeterminate  in  the  sense  that  it  determines  the  said 
prices  only  up  to  a  multiplicative  factor — or,  as  it  is 
popularly  expressed,  determines  only  the  relative,  not  the 
absolute,  prices.  To  get  the  absolute  prices  a  new  con¬ 
dition  must  be  introduced:  for  instance,  the  price  of  a 
commodity  or  of  a  group  of  commodities  must  be  given. 
There  was  this  condition  as  long  as  we  took  for  granted 
the  total  payments  of  the  consumer  reckoned  in  money 
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terms.  In  the  general  pricing  problem  a  multiplicative 
factor  of  all  prices  remains  indeterminate.  The  deter¬ 
mination  of  this  factor,  and  consequently  the  final 
solution  of  the  problem  of  prices,  belongs  to  the  theory 
of  money. 

§17.  The  Range  of  the  Results  Obtained. 

The  question,  Which  are  the  determining  factors  of 
prices  ?  has  now  been  answered  in  principle  by  the  study 
we  have  made.  They  are  partly  subjective  and  partly 
objective.  The  subjective  factors  of  prices  lie  in  the 
character  of  the  dependence  of  the  demand  for  finished 
products  upon  prices.  The  objective  factors  are,  if  we 
need  pay  attention  only  to  the  principle  of  scarcity,  the 
technical  conditions  of  production  and  the  quantities 
of  the  available  means  of  production.  In  cases  in  which 
the  supplementary  principles  of  pricing  also  apply  these 
factors  are  partly  modified  and  replaced  by  others.  The 
differential  principle,  for  instance,  introduces  the  nature 
of  the  dependence  of  the  technical  conditions  of  produc¬ 
tion  upon  the  extent  of  production:  the  principle  of 
substitution,  the  nature  of  the  connection  between  the 
quantities  of  the  means  of  production,  which  may  partly 
replace  each  other,  as  objective  factors  of  pricing. 

We  call  these  three  groups  of  determining  factors  of 
prices  their  immediate  determinants.  Up  to  the  present 
in  our  treatment  of  the  pricing  problem  we  have  regarded 
these  as  given  factors.  But  these  factors  depend  themselves 
upon  a  number  of  different  factors  of  the  economic  and 
general  human  life.  If  we  want  to  study  the  influence 
of  these  on  prices,  we  have  first  to  study  their  influence 
on  the  immediate  determinants.  It  is  only  through  these 
that  more  remote  factors  can  affect  prices.  Hence  all 
such  inquiries  bring  us  back  to  our  solution  of  the  pricing 
problem.  The  causal  link  which  connects  prices  with 
their  immediate  determinants,  the  intrinsic  nature  of 
which  we  have  now  learned,  remains  always  the  most 
intimate  and  the  central  explanation  of  the  problem. 

Factors  which  thus  influence  prices  from  without  are 
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for  instance,  changes  in  the  size  of  the  population  or  its 
composition  as  regards  age,  sex,  civil  status,  classes,  and 
occupations,  migration  within  the  economic  area  in 
question,  changes  in  the  economic  organisation,  the 
economic  customs  of  the  people  (in  regard  to  saving,  for 
instance),  in  the  general  conception  of  the  requirements 
of  one’s  position  or  of  the  standard  of  human  life,  the 
destruction  of  things  by  war,  the  exhaustion  of  natural 
resources  or  discoveries  of  new  sources  and  opening-up 
of  new  regions,  and  finally,  new  technical  progress — in 
a  word,  all  the  factors  which  give  the  economic  life  its 
mobility  and  vitality.  In  so  far  as  these  movements  affect 
prices,  and  are  in  turn  influenced  by  them,  we  have  to 
deal  with  dynamic  problems  of  pricing.  These  dynamic 
problems  have,  of  course,  a  considerably  larger  content 
than  the  static  problem  of  prices,  in  which  the  immediate 
determinants  of  prices  are  taken  for  granted,  and  in 
which  all  we  have  to  do  is  to  explain  how  they  de¬ 
termine  prices  and  the  direction  of  production  in  a 
state  of  equilibrium.  It  would,  however,  be  a  mistake 
to  imagine  that  solving  the  static  problem  has  nothing 
to  do  with  the  dynamic  problems.  On  the  contrary, 
all  questions  of  dynamical  pricing  are  converted  first 
into  questions  as  to  the  effect  of  certain  movements 
and  changes  upon  the  immediate  determining  factors 
of  prices,  and  consequently  as  to  the  determination 
of  prices  by  these  factors  in  accord  with  the  causal 
series  already  described.  It  is  true  that  frequently  the 
conditions  of  our  solution  of  the  pricing  problem  are  not 
realised,  if  economic  changes  occur  violently.  In  such 
case  there  may  be  a  period  when,  for  instance,  goods  that 
were  produced  at  the  old  cost  have  to  be  sold  at  the  new 
and  lower  prices,  and  so  the  principle  of  cost  is  not  carried 
out.  But  as  soon  as  this  transitional  stage  is  over,  the 
fixing  of  prices  in  any  system  that  meets  in  some  degree 
the  requirements  of  sound  economy  will  follow  approxi¬ 
mately  the  principle  of  cost,  and  will  therefore  be  eluci¬ 
dated  substantially  by  our  solution  of  the  pricing  problem. 
This  solution  is  also  very  important  in  connection  with 
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the  whole  of  the  dynamical  problems  of  theoretical 
economics.  We  must  bear  in  mind,  however,  that  the 
conditions  of  a  period  of  transition  considerably  affect  the 
conditions  of  the  subsequent  normal  settlement  of  prices; 
they  may,  for  instance,  permanently  alter  the  constitution 
of  the  population,  or  the  quality  of  the  labour  of  certain 
groups  of  the  population. 

In  our  analysis  of  the  pricing  process  we  have  so 
far  taken  for  granted  the  quantities  of  the  available 
elementary  means  of  production — that  is  to  say,  we  have 
assumed  them  to  be  determined  by  extrinsic  circum¬ 
stances,  and  therefore  objective  factors  independent  of 
the  pricing  process.  This  assumption  is  only  justified 
in  a  first  survey  of  the  problem.  As  a  matter  of  fact, 
it  is,  in  any  case,  only  approximate,  and  only  realised 
within  certain  limits  of  the  fluctuations  of  prices.  The 
prices  of  the  means  of  production  have  an  actual  in¬ 
fluence  upon  the  supply  of  them  to  the  community. 
It  may  in  normal  conditions  be  latent,  but  in  other  cir¬ 
cumstances  it  may  be  very  active.  On  this  point,  there¬ 
fore,  the  analysis  must  be  carried  further. 

It  is  part  of  the  definition  of  the  elementary  means 
of  production  that  they  cannot  be  produced,  and  there¬ 
fore  cannot  be  augmented  by  production.  Hence  we  have 
to  find  to  what  extent  what  are  usually  called  elementary 
means  of  production  really  meet  this  strict  requirement, 
or  are  capable  of  being  augmented  by  some  activity  which 
must  be  regarded  as  production.  On  the  other  hand, 
the  supply  of  a  means  of  production  may  conceivably 
depend  upon  the  price,  even  when  there  is  no  possibility 
of  producing  it.  We  have  then  to  find  out  the  nature 
of  this  dependence. 

When  we  drop  the  assumption  that  the  means  of 
production  are  available  in  fixed  quantities,  our  idea  of 
scarcity  is  changed  to  some  extent.  The  scarcity  of  a 
means  of  production  is  then  no  longer  conditioned  by  an 
invariable  quantity  of  it,  but  is  due  rather  to  the  way  in 
which  the  quantity  offered  depends  upon  the  price, 
and  it  makes  itself  felt  in  the  slowness  with  which  the 
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increase  of  the  means  of  production  follows  a  rise  of  the 
price.  This  somewhat  complicates  the  pricing  problem, 
but  it  is  of  no  great  importance  in  the  theoretical  treat¬ 
ment  of  it.  The  fixing  of  prices  on  the  above  more 
general  assumption  can  be  dealt  with  entirely  within  the 
limits  of  our  analysis  of  the  mechanism  of  pricing.  The 
dependence  of  the  supply  of  the  means  of  production 
upon  their  prices  is  really  only  the  counterpart  of  the 
dependence  of  the  demand  for  the  finished  products 
upon  their  prices,  which  we  have  already  considered.  It 
therefore  offers  no  new  difficulty  to  our  conception  of 
the  general  mechanism  of  pricing. 

Naturally,  however,  the  way  in  which  the  supply  of 
various  chief  categories  of  the  means  of  production 
depends  upon  the  prices  of  them  must  be  made  the 
subject  of  a  special  study.  And  as,  on  the  other  hand, 
the  quantities  of  the  available  means  of  production  are 
bound  to  influence  their  prices,  we  have  the  task  of 
investigating  the  reciprocal  action  of  the  quantities  and 
prices  of  the  means  of  production.  As  in  a  state  of 
equilibrium  the  prices  of  the  means  of  production  must 
always  be  such  that  the  demand  for  them  is  adjusted  to 
the  available  supplies,  the  influence  of  the  quantities 
upon  the  prices  is  clearly  ascertained  as  soon  as  the 
influence  of  prices  on  the  demand  is  known.  Hence  the 
task  we  now  confront  may  be  formulated  as  follows: 
we  have  to  study  the  effect  of  the  prices  of  the  means  of 
production  upon  the  supply  of  and  demand  for  them. 

To  this  work,  a  central  task  of  theoretical  economics, 
the  next  Book  will  be  devoted. 
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§  1 8.  The  Factors  of  Production  and  the  Function 
of  Enterprise. 

WHEN  we  want  to  make  a  careful  study  of  the 
pricing  of  the  means  of  production,  it  is  obviously 
necessary  to  distribute  them  in  a  few  large  groups,  and 
in  doing  so  we  must  be  guided  by  the  different  positions 
of  the  means  of  production  in  the  process  of  price¬ 
fixing.  It  has  long  been  the  custom  to  distinguish  three 
principal  categories:  labour ,  land ,  and  capital.  It  has 
often  been  said  in  recent  times  that  this  division  is 
mainly  based  upon  the  particular  social  conditions  of 
England  at  the  height  of  classical  economics,  and  can, 
therefore,  claim  no  general  significance.  It  must,  how¬ 
ever,  be  admitted  that  the  division  harmonises  best 
with  the  requirements  of  the  theory  of  pricing,  as  will 
be  seen  later,  and  is  consequently  quite  entitled  to  keep 
its  place  in  theoretical  economics.  It  is  only  necessary, 
as  was  pointed  out  in  §  3,  and  will  be  shown  more  clearly 
in  the  seventh  chapter,  to  add  the  independent  category 
of  “  natural  materials  ”  to  the  category  “  land.”  Each 
of  these  categories  has  its  special  characteristics  as  a 
factor  in  the  pricing  problem,  and  the  analysis  of  the 
means  of  production  which  is  required  for  the  purposes 
of  this  Book  must  be  made  separately  for  each  of  them. 

In  what  follows,  we  will,  for  brevity,  call  these  cate¬ 
gories  the  “  factors  of  production.” 

They  are  meant  to  represent  the  chief  types  of  the  ele¬ 
mentary  means  of  production.  In  the  following  chapters, 
therefore,  we  shall  have  to  find  to  what  extent  our  factors 
of  production  are  really  elementary  means  of  production, 
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or  whether,  and  under  what  conditions,  the  supply  of 
them  can  be  augmented  by  an  activity  that  we  are  bound 
to  call  production.  Even  where  production  is  impossible, 
however,  the  supply  of  a  factor  of  production  need  not — 
as  we  assumed  in  the  First  Book — be  a  given  quantity 
of  the  pricing  problem  independent  of  the  price  of  it. 
The  supply  may,  when  it  implies  some  action  on  the 
part  of  the  economic  man,  vary  with  the  price  offered 
for  this  action.  We  must  carefully  study  the  nature  of 
this  dependence.  The  characteristics  of  the  different 
factors  of  production  are  seen  in  the  two  respects  we 
have  given;  and  it  follows  also  that  the  usual  division  of 
the  means  of  production  is  quite  suitable  for  the  purpose 
of  our  inquiry. 

As  long  as  we  take  for  granted  the  available  quantities 
of  the  factors  of  production,  all  of  them  have,  as  our 
inquiries  in  the  First  Book  show,  the  same  position  in 
the  pricing  problem.  This  assumption  is  particularly 
useful  in  a  thorough  study  of  the  pricing  problem, 
because  it  brings  out  the  essential  unity  of  the  problem. 
Distinction  between  the  different  factors  is  not  necessary 
in  connection  with  the  theory  of  prices  until  we  have 
to  consider  more  closely  the  special  circumstances  which 
regulate  the  supply  of  and  demand  for  them,  and  particu¬ 
larly  the  dependence  of  the  supply  on  the  prices  of  the 
factors  of  production  themselves. 

Prices  are  paid  for  the  factors  of  production,  in 
accordance  with  the  general  principle  of  scarcity,  because 
it  is  necessary  to  restrict  the  demand  for  them  until  it 
can  be  met  with  the  available  supplies.  The  cost  of 
production  of  an  article  is  from  this  point  of  view  only 
an  expression  of  the  scarcity  of  those  factors  of  production 
which  are  required  to  make  the  article.  If  we — as  we 
do  in  this  Book — drop  the  general  assumption  that  the 
factors  of  production  are  given  in  definite  quantities, 
and  so  take  into  account  the  possibility  of  a  certain 
dependence  of  the  supply  of  the  elementary  means  of 
production  upon  the  prices  of  them,  the  nature  of  the 
scarcity  changes,  as  we  said  before  (§  17).  It  now  appears 
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in  the  form  of  a  certain  inertia  in  the  sensitiveness 
of  the  demand  to  a  rise  of  prices.  In  addition  to  the 
fundamental  task  of  prices — to  check  the  demand — we 
have,  in  cases  where  there  really  is  this  dependence 
of  the  supply  upon  the  price,  the  task  of  stimulating 
the  supply.  This  change,  however,  does  not  imply 
any  theoretical  change  in  the  mechanism  of  pricing,  as 
we  have  already  seen.  Our  general  treatment  of  the 
pricing  problem  remains  substantially  the  same;  the 
pricing  of  the  factors  of  production  can  be  elucidated 
in  respect  of  all  the  different  cases  on  common  lines 
within  the  same  scheme.  In  this  treatment  of  the 
pricing  of  the  factors  of  production  the  principle  of 
scarcity  retains  the  fundamental  general  significance  that 
is  proper  to  it. 

In  this  program  we  diverge  appreciably  from  the 
usual  method.  Classical  economics  has  reached  its 
highest  perfection,  and  incorporated  the  most  impor¬ 
tant  modern  ideas,  in  the  works  of  Marshall,  and  it  seems 
advisable  to  indicate  briefly  the  chief  differences  between 
Marshall’s  procedure  and  that  adopted  here.  As  we 
have  already  pointed  out  (§  12),  Marshall  regards  as  cost, 
in  the  real  sense,  only  the  “  efforts  and  sacrifices  ”  that 
are  required  for  production,  and  as  monetary  cost  of 
production  only  the  prices  which  must  be  paid  to  elicit 
the  requisite  amount  of  these  efforts  and  sacrifices.* 

Of  the  factors  of  production  labour  and  capital  alone 
represent  the  outcome  of  efforts  and  sacrifices.  Hence 
these  alone  can  be  taken  into  account  in  calculating  the 
cost  of  production.  The  price  of  the  use  of  land  is 
excluded  by  the  very  definition  of  cost.  With  this 
starting-point  the  theory  of  the  pricing  of  the  factors 
of  production  is  bound  to  assume,  on  the  one  hand, 
that  the  supply  of  labour  and  capital  really  depends  upon 
the  prices  that  are  offered  for  the  relevant  efforts  and 
sacrifices,  and  rises  with  the  prices,  and,  on  the  other  hand, 
that  “  on  the  margin  of  production  ”  no  price  need 
be  paid  for  the  use  of  land,  and  that  therefore  the  price 

•  Principles,  Book  III.,  ch.  v.,  2. 
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of  the  product  at  this  margin  really  agrees  with  the 
“  cost  ”  in  the  sense  indicated — the  cost  of  labour  and 
capital.*  This,  it  is  clear,  introduces  from  the  first  a 
pronounced  dualism  into  the  treatment  of  the  theory 
of  pricing. 

The  theory  of  prices  which  is  constructed  upon  these 
basic  ideas  is  not  to  be  assailed  on  the  ground  that 
the  assumptions  do  not  reflect  reality  with  sufficient 
accuracy.  A  theory  has  always  to  start  from  certain 
simplifying  assumptions  of  only  approximate  correctness. 
But  we  must  require  of  any  explanation  of  the  general 
mechanism  of  pricing  that  its  soundness  shall  not  depend 
upon  inessential  assumptions  as  to  the  fixing  of  prices; 
and  that  it  shall  find  room  for  all  the  different  forms  of 
pricing  that  occur,  or  may  occur,  in  real  life.  This 
requirement  is  not  met  by  Marshall’s  theoretical  struc¬ 
ture.  Even  if  his  assumptions  were  approximately 
correct,  they  are  not  necessary.  We  can  quite  easily 
conceive  a  situation  in  which  they  are  not  realised — 
a  situation  in  which  the  supply  of  labour  and  capital  is, 
within  certain  limits,  independent  of  the  prices  of  the 
corresponding  efforts  and  sacrifices;  and  in  which  the 
use  of  the  land  has  a  real  scarcity-price  undoubtedly 
affecting  the  price  of  the  products.  An  explanation  of 
the  mechanism  of  pricing  which  breaks  down  in  such  a 
case  cannot  satisfy  our  demand  for  a  deeper  insight 
into  the  essential  processes  of  pricing.  When  we  find 
that  inessential  assumptions  have  essential  significance 
in  a  theory,  we  instinctively  feel  that  something  essential 
is  lacking;  that  the  theory  has  not  got  to  the  heart  of 
the  matter.  This  essential  thing  that  is  lost  sight  of 
in  Marshall’s  theory  of  prices  is  the  principle  of  scarcity, 
or  the  significance  of  the  fixed  limitation  of  the  available 
means  of  production.  The  whole  of  his  system  is  an 
attempt  to  dispense  with  the  principle  of  scarcity,  or 
to  reject  scarcity  as  a  determining  factor  of  prices.  It 
cannot  be  denied  that  the  attempt  has,  in  a  sense, 
formally  succeeded  in  Marshall’s  masterly  presentation. 

•  See,  further,  Chapter  VIL 


CRITICISM  OF  MARSHALL  163 

But  it  was  only  possible  because,  on  Marshall’s  special 
assumptions,  the  pricing  process  is  such  that  the  principle 
of  scarcity  does  not  appear  externally,  although  it, 
naturally,  always  lies  at  the  root  of  all  the  processes 
of  pricing  as  general  regulator.  Such  treatment  of 
the  pricing  problem  cannot  be  really  satisfactory.  The 
theory  must  give  the  principle  of  scarcity  the  funda¬ 
mental  position  which  really  belongs  to  it.* 

Our  four  factors  of  production  are,  of  course,  only 
types  of  means  of  production :  the  most  important  means, 
it  is  true,  yet  they  must  be  taken  in  an  extended  sense, 
if  they  are  to  represent  all  the  means  of  production.  For 
instance,  labour  and  wages  refer  properly  to  wage-workers 
who  perform  manual  labour,  but  they  must  be  extended 
to  industrial  and  commercial  employees,  etc.  Hence  the 
definitions  of  the  factors  need  to  be  further  explained 
and  made  more  precise.  This  is  especially  the  case  as 
regards  “  capital,”  the  meaning  of  which  as  a  factor  of 
production  can  only  be  made  clear  by  a  thorough  analysis. 
We  will,  therefore,  begin  our  inquiry  with  capital  and  deal 
with  the  other  factors  of  production  afterwards.  It  is 
necessary  to  follow  this  arrangement  if  we  are  to  deal 
with  the  theoretical  difficulties  in  a  definite  order. 

The  work  of  directing  production  in  accord  with  the 
requirements  of  consumers  falls  upon  the  employers  in 
our  economic  order.  This  work  is  by  no  means  so  simple 
as  Socialists  imagine  when  they  say  that  all  that  is  neces¬ 
sary  is  to  draw  up  statistics  of  wants  in  advance  and  then 
officially  regulate  production  on  the  basis  of  these  statis¬ 
tics.  That  treatment  of  consumption  would,  as  a  matter 
of  fact,  be  equivalent,  in  a  large  degree,  to  suppressing 
the  freedom  of  consumers  which  is  characteristic  of  the 
exchange  economy;  because,  undoubtedly,  the  consumers 
wish  most  decidedly  to  keep  their  freedom  to  the  last 
moment. 

The  difficulty  of  the  problem  precisely  is  that  the 
constantly  varying  demands  of  consumers,  which  can¬ 
not  confidently  be  determined  in  advance,  must  be  met 

•  Compare  §  30. 


INTRODUCTION 


164 

despite  incessant  variations  in  the  methods  and  conditions 
of  production.  This  work  is  actually  done — more  or  less 
imperfectly,  of  course — by  a  number  of  independent  em¬ 
ployers,  each  of  whom,  on  the  whole,  merely  looks  to  his 
own  interest. 

This  solution  of  the  problem  is  possible  because  every 
time  a  want  that  is  capable  of  paying  is  left  unsatisfied,  or 
is  imperfectly  satisfied,  or  satisfied  only  at  an  abnormally 
high  price — every  time  the  problem  of  the  economic 
direction  of  social  production  is  not  satisfactorily  solved — 
an  employer  is  attracted  by  the  prospect  of  a  special  profit 
to  make  a  better  provision  for  the  want  in  question,  and 
the  productive  process  is  steadily  improved.  The  em¬ 
ployer  intervenes,  not  only  where  something  is  to  be 
done  for  the  immediate  satisfaction  of  the  wants  of  con¬ 
sumers,  but  everywhere  where  the  productive  process, 
broken  up  into  a  thousand  separate  processes,  shows  a  gap 
which  leaves  room  for  his  activity.  This  unites  all  the 
partial  processes  into  a  single  productive  process  covering 
the  entire  satisfaction  of  wants  in  the  exchange  economy. 

The  standard  by  which  we  can  judge  what  use  is  to 
be  made  of  the  various  means  of  production  is,  as  has 
been  shown,  the  price.  But  the  means  of  production  do 
not  flow  spontaneously  in  the  direction  marked  out  for 
them  by  prices.  They  must  be  directed  by  human  action, 
as  is  done  when  the  employer  buys  the  co-operation  of 
the  means  of  production,  and  sells  the  products  of  his 
enterprise.  Hence  the  pricing  of  the  means  of  produc¬ 
tion  is,  as  a  whole,  in  the  hands  of  the  employers,  and  is 
effected  by  their  work. 

We  have  now  to  describe  the  position  of  this  work  in 
the  productive  process  and  separate  it  from  that  of  the 
factors  of  production.  It  can  best  be  defined  by  saying 
that  the  employer  organises  other  means  of  production 
than  his  own  labour  for  productive  purposes,  and  sets 
them  to  work.  The  employer  is  above  all  things  a  type 
for  us.  This  typical  employer  is  the  director  of  the 
large  business  in  which  all  the  factors  of  production  are 
used,  and  on  a  large  scale.  This  man  we  may  regard  as 
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essentially  “  the  employer.”  It  is  true  that  he  has,  as  a 
rule,  a  capital  of  his  own  devoted  to  the  business.  In 
this  respect,  however,  he  is  a  capitalist,  not  an  employer. 
He  also  does  work  of  one  kind  or  other  in  the  service  of 
his  enterprise.  To  that  extent  he  is,  in  the  broader  sense 
of  the  word,  a  worker.  We  must,  therefore,  divide  him 
up,  in  a  sense,  as  a  personality,  in  order  that  we  may  be 
able  to  conceive  the  pure  employer  separately. 

The  business  of  employer  is  in  the  actual  economic 
life  largely  exercised  by  individuals  who  can  hardly  be 
called  employers  in  the  proper  sense.  The  manual 
worker  or  the  agricultural  producer  uses  the  aid  of  other 
factors  of  production  besides  his  own  labour  in  his  pro¬ 
ductive  process :  the  labour  of  others,  capital,  and  land. 
Possibly  he  is  himself  mainly  a  worker.  But  we  have  to 
dissect  his  personality  so  that  theoretically  we  can  con¬ 
ceive  him  as  an  employer  in  that  aspect  of  his  work.  In 
this  way  we  are  able,  when  we  speak  of  employers,  to 
include  under  that  head  all  individuals  who  anywhere 
perform  the  work  of  employers. 

The  economic  motive  of  this  work  is  the  effort  to 
make  a  profit.  The  profit  of  the  employer  is  the  surplus 
of  the  gross  returns  above  the  cost :  that  is  to  say,  above 
what  has  to  be  paid  for  the  co-operation  of  the  factors 
of  production.  If  the  employer  himself  to  some  extent 
acts  as  a  worker  or  official,  or  introduces  capital  or  land 
into  the  business,  he  must  allow  a  certain  sum,  on  current 
prices,  as  payment  for  the  co-operation  of  these  factors 
of  production.  It  is  the  remainder  that  represents  the 
real  profit  of  the  employer. 

This  profit  is  at  first  sight  in  the  nature  of  a  differen¬ 
tial  profit  that  is  made  merely  as  a  result  of  the  different 
cost  in  different  businesses.  It,  however,  includes 
elements  which  have  an  approximately  definite  price, 
and  must  therefore  regularly  be  taken  into  account  in 
the  estimates  on  which  a  business  is  based.  These  prices 
are,  therefore,  to  be  put  on  the  same  footing  as  cost,  and 
must  be  covered  normally  by  the  prices  of  the  products. 

To  this  class  belongs,  first  of  all,  the  personal  work  of 
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the  employer  in  his  character  as  employer,  in  organising 
and  directing  the  enterprise.  This  may  in  part  be  re¬ 
placed  by  the  paid  work  of  officials.  The  manager  of  a 
medium-sized  business  performs  a  number  of  functions 
which  are  only  handed  over  to  heads  of  departments,  and 
so  on,  at  a  later  stage,  when  it  becomes  a  large  business. 
Work  of  this  kind  must  clearly  be  reckoned  amongst  the 
costs  of  the  business.  Even  the  general  management 
of  the  business,  however  large  it  is,  may  be  entrusted 
to  a  salaried  individual;  as,  in  fact,  is  usual  in  the  case 
of  limited  companies.  In  every  economically  advanced 
country  there  is  a  price  for  each  of  these  functions  of 
employers.  This  price  follows  the  ordinary  rules  of 
pricing:  the  relative  scarcity  of  competent  individuals  in 
proportion  to  the  demand  for  them  is  the  chief  deter¬ 
mining  factor  of  the  price  of  the  employer’s  work.  Thus 
the  determining  factors  of  this  price  are  in  the  main  the 
same  as  those  of  wages;  though,  naturally,  the  process 
has  special  features  in  the  case  of  employers.  The  price 
of  the  employer’s  work  must  be  included  in  the  costs  of 
the  business.  Every  limited  company  does  this,  and 
every  private  employer  who  proceeds  rationally  must  do 
the  same.  It  may,  if  we  wish,  be  conceived  as  a  special 
factor  of  production  together  with  labour  in  the  ordinary 
sense.  The  special  nature  of  the  determining  factors  of 
the  employer’s  wage  seems  to  justify  this  distinction. 

A  second  element  of  the  profit  of  the  employer  in 
the  broad  sense  of  the  word  indicated  above,  which  must 
be  put  on  the  footing  of  cost,  is  the  risk — in  so  far  as  it 
can  be  calculated  with  some  degree  of  probability  and 
so  included  in  the  estimate  of  cost.  This  is  particularly 
the  case  in  regard  to  any  risk  against  which  it  is  possible 
to  insure:  fire,  for  instance,  or  shipwreck,  and  so  on.  As 
a  rule  insurance-premiums  are  paid  for  these  risks  and 
included  in  the  cost.  They  must  be  put  on  the  same 
footing,  as  cost,  with  depreciation  of  buildings,  machinery, 
etc.  When  we  regard  production  as  a  whole,  accidents 
of  this  kind  occur  with  a  certain  regularity,  and  they  are 
therefore  part  of  the  normal  depreciation  of  the  things 
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used  in  production.  The  payment  of  insurance-premiums 
is,  substantially,  merely  a  method  of  spreading  evenly  the 
amount  to  be  written  off  for  depreciation.  This  idea  is 
recognised  when,  for  instance,  large  shipping  companies 
do  not  insure,  in  view  of  the  great  number  of  their  ships, 
but  form  an  insurance-fund  of  their  own  and  enter  the 
sums  assigned  to  it  under  the  head  of  current  costs. 

Against  the  general  risk  of  the  business  as  such  it  is, 
as  a  rule,  not  possible  to  insure.  That  this  risk  is,  within 
certain  normal  limits,  taken  into  account  in  business 
calculations  is  beyond  question.  It  is  seen,  for  instance, 
in  the  fact  that  in  planning  a  business  the  interest  on  the 
capital  is  put  at,  say,  10  per  cent.,  though  the  usual 
interest  on  the  best  securities  is,  perhaps,  only  4  per  cent. 
A  sound  business  estimate  of  a  limited  company  also 
reckons  as  cost  the  sums  that  must  be  set  aside  to  form  a 
proper  reserve;  as  this  must  serve  to  cover  losses  incurred 
in  the  normal  course  of  things.  In  so  far  as  the  risk  of  a 
business  consists  in  a  faulty  estimate  of  costs,  it  must 
clearly  be  included  as  a  special  item  in  the  estimate.  This 
is  also  obviously  true  of  the  risk  of  an  inevitable  drop  in 
the  output  or  the  selling  price.  Normally  a  price  must 
be  fixed  that  will  cover  occasional  losses  of  this  sort,  so 
that  on  the  average,  taking  long  periods,  the  price  actually 
obtained  will  suffice  to  cover  the  whole  of  the  actual 
cost.  This  incurring  of  risk  may  itself  be  regarded  as  a 
special  factor  of  production.  In  economically  advanced 
conditions  this  factor  has  a  market  of  its  own  and  a  fairly 
definite  price.  It  may  also  be  substituted  for  other  factors 
of  production;  and  this  always  happens  when,  in  order  to 
reduce  cost,  a  lower  grade  of  insurance  is  taken. 

If  we  separate  from  the  employer’s  profit  these  two 
elements,  which  can  to  some  extent  be  estimated  in 
advance,  and  must  be  regarded  as  real  costs  of  produc¬ 
tion,  we  may  look  upon  whatever  surplus  of  the  business 
remains  as  the  employer’s  profit  in  the  strict  sense,  a  pure 
employer’s  profit.  This  accurately  corresponds  with  our 
definition  of  such  profit  as  the  surplus  of  the  gross  returns 
over  the  cost;  for  here  all  the  items  that  can  be  regarded  as 
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costs  have  been  subtracted.  There  can  be  no  doubt  that 
in  real  life  there  is  an  employer’s  profit  of  this  kind.  It  is 
particularly  clear  when  limited  companies,  which  pay 
their  directors  and  consulting  experts  very  generously, 
and  also  put  aside  large  reserves  for  all  sorts  of  purposes, 
not  only  pay  interest  on  their  capital,  but  also  pay  sup¬ 
plementary  dividends.  However,  it  is  only  in  a  rela¬ 
tively  few  cases  that  the  employer’s  profit  is  very  large. 
Most  of  them  make  a  pure  employer’s  profit  only  during 
favourable  conjunctions.  As  a  rule,  perhaps,  the  returns 
hardly  suffice  to  cover  all  the  costs  in  the  broader  sense 
in  which  we  have  taken  the  word  here.  A  comparatively 
large  number  of  employers  can  never  cover  these  costs; 
they  work  at  some  loss.  The  pure  profit  of  the  employer 
is  in  these  cases  always  negative.  Experience  shows  that 
some  of  these  enterprises  are  maintained  after  sufficient 
writing-off  and  “  reconstructions.”  Yet  the  number 
of  concerns  that  fail  entirely  and  disappear  from  view  is 
very  large.  The  public,  which  sees  little  of  this,  but  is 
dazed  by  the  enormous  profits  of  a  few  prosperous  con¬ 
cerns,  is  always  disposed  to  exaggerate  the  extent  of  the 
pure  profit  of  employers  in  the  national  economy. 

There  are,  of  course,  no  rules  as  to  the  extent  of  this 
kind  of  profit.  It  is  not  a  normal  thing,  but  a  specific 
element  of  the  individual  business.  It  is  often  an  out¬ 
come  of  sheer  accident:  for  instance,  some  development 
of  the  market  that  is  especially  good  for  this  particular 
business,  on  which  the  employer  has  had  no  influence. 
It  varies  a  good  deal,  as  a  rule,  with  conjunctures  in  the 
relevant  branch  of  trade.  It  further  depends  upon  a 
privileged  position  which  the  business  has  secured  in  one 
or  other  respect.  Possibly  the  business  has  long  had  an 
assured  circle  of  customers,  a  privileged  market,  good 
long-term  contracts  with  those  who  provide  materials, 
good  connections  in  the  business  world,  etc.  It  has  in  a 
fully  developed  and  well  organised  large  business,  perhaps, 
an  advantage  over  small  competitors:  it  has  at  its  dis¬ 
posal  so  much  capital  that  it  can  crush  competition: 
it  has  a  legal  monopoly,  or  has  reached  a  position  of 
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monopoly  by  forming  a  trust.  The  privileged  position 
may  also  be  due  to  personal  factors.  The  business  may 
have  in  its  service  managers,  officials,  and  workers  that 
do  more,  and  do  it  better,  than  equally  paid  managers, 
officials,  and  workers  of  rival  concerns.  The  whole 
organisation  of  the  business,  the  customs  and  habits  of 
the  employees  in  common  work,  the  interest  of  all  in 
the  prosperity  of  the  business,  are  also  factors  that  may 
give  a  business  a  privileged  position.  In  many  of  these 
cases  the  position  is  the  fruit  of  years  of  effort,  and  the 
pure  profit  of  the  employer  that  is  now  made  is  partly 
the  outcome  of  the  position  that  has  been  won.  It 
can,  however,  easily  be  lost  in  the  constant  changes  of 
modern  economic  life,  where  forces  are  always  at  work 
trying  to  dislodge  old  privileged  concerns  and  create 
new  ones,  and  the  maintenance  of  it  requires,  as  a  rule, 
a  ceaseless  effort,  an  unrelaxing  vigilance^in  a  word, 
exertions  that  must  be  paid  for,  and  the  price  must  be 
included  in  the  cost. 

In  the  cases  in  which  a  privileged  position — whether 
won  or  due  to  extrinsic  circumstances  (“  unearned  ”) — 
promises  a  permanent  pure  profit,  this  profit  must  be 
regarded  as  a  sort  of  rent  of  position,  and  the  position 
itself  has  a  capital  value  which  figures  when  the  business 
is  sold.  But  these  things  cannot  be  fully  understood 
until  we  come  to  the  inquiries  in  the  next  chapter. 

The  question  to  what  extent  the  profit  of  the  em¬ 
ployer  enters  the  price  of  the  product  can  now  easily 
be  answered.  The  sections  of  it  in  the  broader  sense 
which  we  have  recognised  as  real  costs  are,  of  course, 
to  be  regarded  as  normal  constituents  of  the  price  of  the 
product.  Whether  the  pure  profit  of  the  employer  is 
included  in  the  price  of  the  product  depends  upon  the 
conditions  of  competition.  If  the  business  which  yields 
such  a  profit  is  not  in  a  position  to  supply  the  whole 
market,  and  other  employers  must  have  a  share  in  the 
work,  it  is  possible  that  the  final  business  thus  required 
will  yield  no  pure  employer’s  profit,  and  that,  conse¬ 
quently,  the  price  only  covers  the  cost  in  this  marginal 
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business.  In  this  case  the  price  is,  in  accord  with  the 
differential  principle,  fixed  by  the  marginal  cost,  and  the 
pure  profit  of  the  employer  which  the  better  placed 
businesses  yield  is  entirely  in  the  nature  of  a  differential 
profit,  and  is  irrelevant  to  the  price  of  the  product. 
If,  on  the  other  hand,  the  business  in  question  has  a 
position  of  monopoly,  and  succeeds  in  using  it  to  make  a 
pure  employer’s  profit,  it  can  only  be  done  by  raising 
the  price  of  the  product  above  the  cost,  and  employer’s 
profit  must  in  that  case  be  regarded  as  part  of  the  price 
of  the  product. 

When  the  principle  of  cost  is  realised  in  an  ideal  way, 
as  we  have  assumed  in  our  general  study  of  the  pricing 
problem,  there  is  no  employer’s  profit  of  the  kind  we 
have  described.  Prices  are  then  fixed  in  harmonv  with 
the  principle  of  cost,  in  accordance  with  the  conditions 
of  equilibrium  expounded  in  the  First  Book. 

§  19.  The  Problem  of  Attribution  and  the  Social 
Problem  of  Distribution. 

When  two  individuals  have  co-operated  in  making 
a  certain  article,  the  question  easily  arises  how  much  each 
of  them  has  contributed,  or  what  is  the  share  of  each  in 
the  production  of  it.  The  general  sentiment  of  justice 
demands  an  objective  standard  for  settling  the  propor¬ 
tions  of  the  return,  and  is  disposed  to  find  this  in  a 
causal  connection  between  action  and  product.  We 
thus  get  the  problem  of  attribution.  It  is,  therefore, 
not  the  outcome  of  a  love  of  theoretical  speculation,  but 
has  its  roots  in  profound  characteristics  of  the  human 
mind.  Its  importance  increases  when  we  pass  from  the 
simple  case  of  sharing  between  two  individuals  to  the 
general  distribution  of  social  production.  It  is  a  most 
important  matter  in  an  age  of  extensive  division  of  labour 
and  sharp  differentiation  of  classes  in  the  community. 

The  idea  that  the  returns  can  be  shared  according 
to  the  principle  of  causality,  in  proportion  to  the  work 
done  by  each  of  the  several  factors,  is  very  popular. 
It  is  confirmed  when  we  consider  cases  in  which  the 


THE  PROBLEM  OF  ATTRIBUTION  171 

actions  necessary  to  make  the  product  are  homogeneous, 
and  can  therefore  be  brought  to  a  common  measure. 
It  is  then  possible  to  distribute  arithmetically  according 
to  work  done.  But  if  the  actions  needed  to  make  the 
product  are  of  different  kinds,  it  is  impossible  to  judge 
them  by  a  common  standard,  and  there  is  no  “  correct  ” 
distribution  in  the  objective  sense. 

This  applies  first  to  acts  of  the  most  varied  nature 
which  we  are  accustomed  to  class  together  as  “  work.” 
There  is  no  common  measure  for  the  work  of  the  thinker, 
the  artist,  the  manager  of  a  business,  and  the  manual 
worker.  Their  common  product  can  never  be  shared 
according  to  the  work  done  by  each. 

We  see  the  impossibility  of  this  kind  of  attribution 
still  more  clearly  when  to  “  labour  ”  we  add  other  factors 
of  production  of  various  kinds — capital,  natural  materials, 
or  land.  It  is,  however,  precisely  in  this  case  that  the 
problem  of  attribution  attracts  the  great  general  interest 
which  it  has  in  modern  economic  life.  It  is  just  when  the 
co-operating  actions  are  quite  different  in  their  nature 
that  the  most  serious  controversy  is  possible  as  to  who 
is  to  have  the  outcome  of  production.  Each  party  is 
naturally  inclined  to  lay  stress  on  the  importance  of  its 
own  share  of  the  work,  claim  as  large  a  share  as  possible 
of  the  returns,  and  consequently  declare  the  actual 
distribution  unjust.  The  argument  that  is  generally 
used  is,  as  a  rule,  to  imagine  one’s  own  share  of  the  work 
withdrawn,  and  then  ask  what  the  other  factors  of  pro¬ 
duction  would  do  without  it  !  Unfortunately,  this 
argument  has  the  weakness  that  it  can  be  used  with  the 
same  striking  effect  by  the  representative  of  each  means 
of  production  that  is  indispensable.  Taking  away  that 
particular  means  of  production  always  reduces  the  result 
of  the  activity  of  the  others  to  zero. 

With  the  support  of  this  argument  it  has  actually 
been  claimed  that  the  entire  result  of  the  productive 
process  belongs  to  labour,  or  “  the  right  of  the  worker 
to  the  entire  outcome  of  labour  ”  has  been  put  forward. 
We  need  not  linger  over  the  advocacy  of  this  program, 
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but  the  program  itself  is  interesting  as  a  fundamental 
element  of  Socialism,  representing  the  positive  expression 
of  the  denial  in  principle  of  the  justice  of  an  income  based 
upon  private  ownership.  It  is  for  theoretical  economics 
to  make  it  perfectly  clear  that,  and  why,  an  attribution 
in  agreement  with  this  program  is  economically  impos¬ 
sible;  that,  and  why,  for  every  exchange  economy  it  is  an 
economic  necessity,  independently  of  its  legal  order  and 
particular  organisation,  to  “  attribute  ”  definite  shares 
in  the  total  outcome  of  production  to  the  other  principal 
factors. 

As  the  share  of  the  total  product  that  is  to  be  assigned 
to  one  of  the  co-operating  means  of  production  cannot 
be  calculated  by  measuring  the  effect  upon  the  total 
product  if  that  particular  means  of  production  were 
withdrawn,  it  has  been  attempted  to  make  a  calculation 
of  its  real  share  by  imagining  the  effect  of  withdrawing  a 
small  part  of  it.  This  method,  however,  clearly  breaks 
down  when  the  means  of  production  is  not  divisible  or 
when  one  part  of  it  cannot  be  withdrawn  without 
throwing  other  means  of  production  out  of  work.  This 
is  generally  the  case.  We  cannot,  moreover,  judge  the 
effect  of  the  means  of  production  in  question  by  com¬ 
paring  that  increase  of  the  product  wdiich  is  due  to  a 
small  increase  of  the  means  of  production  with  this 
increase  itself,  or,  in  other  words,  calculate  the  “  mar¬ 
ginal  productivity”  (§  13).  The  latter  is  equal  to  zero 
as  long  as  the  addition  to  the  means  of  production, 
without  any  corresponding  addition  to  the  other  means 
of  production,  has  no  effect.  If  a  pit  has  to  be  dug,  the 
addition  of  one  more  man  will  make  little  difference  to 
the  day’s  output  unless  you  give  the  man  a  spade. 

Hence  the  idea  of  marginal  productivity  can  properly 
only  be  applied  when  the  means  of  production  can  co¬ 
operate  effectively  within  certain  limits,  in  any  propor¬ 
tion  we  care  to  choose,  and  therefore  the  means  of  pro¬ 
duction  in  question  can  steadily  be  substituted  for  the 
others  without  altering  the  outcome  of  production. 
In  that  case,  as  we  have  seen,  we  can  define  a  marginal 
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productivity  of  the  means  of  production  we  are  con¬ 
sidering.  Its  price  must  clearly,  in  a  state  of  equilibrium, 
be  equal  to  this  marginal  productivity;  otherwise  it 
would  be  more  economical  to  use  more  or  less  of  that 
means  of  production.  The  marginal  productivity  is  then 
a  measure  of  the  share  of  that  means  of  production  in 
the  results  of  production. 

The  idea  of  marginal  production  applies  properly  to 
a  productive  process  that  makes  one  single  article.  It 
cannot  be  extended  forthwith  to  the  distribution  of 
the  results  of  the  entire  social  production  amongst  the 
factors  of  production.  When  we  consider  the  pro¬ 
duction  of  the  economy  as  a  whole,  it  is  quite  possible 
to  employ  effectively  all  the  factors  of  production  even 
after  slightly  altering  their  proportions.  This  only 
depends  in  part  upon  a  real  substitution  of  one  factor 
for  another  in  the  various  partial  industrial  processes 
into  which  the  total  production  is  divided.  For  the  rest, 
the  complete  use  of  the  various  means  of  production 
in  accordance  with  the  principle  of  scarcity  is  secured 
mainly  by  fixing  a  uniform  price  for  each  and  distribut¬ 
ing  the  existing  quantities  of  them  amongst  the  dif¬ 
ferent  branches  of  production  according  to  the  demand 
for  them  as  regulated  by  these  prices.  Hence  in  the  first 
place  space  is  provided  for  an  increased  amount  of  a 
means  of  production  by  reducing  the  price  of  it  and  so 
stimulating  the  demand  for  those  products  for  the 
making  of  which  it  is  chiefly  used.  A  marginal  produc¬ 
tivity  of  a  means  of  production  cannot,  however,  be 
defined  in  the  social  productive  process  as  a  whole  as  long 
as  the  prices  of  the  products  are  indeterminate,  and  there 
is,  consequently,  no  definite  measure  of  the  total  product. 
In  any  case,  the  thesis  that  the  price  of  the  means  of 
production  is  equal  to  its  marginal  productivity  in  the 
productive  process  as  a  whole  can  have  no  other  meaning 
than  that  its  price  is  the  same  in  all  applications  in  the 
different  branches  of  production,  and  that  the  prices  of 
the  products  can  be  determined  according  to  the  prin¬ 
ciple  of  cost  on  the  basis  of  this  pricing  of  the  means 
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of  production.  But  this  condition  merely  reduces  the 
pricing  of  the  means  of  production  to  the  general  pricing 
process  which  we  studied  in  the  First  Book. 

The  attempt  to  solve  the  problem  of  attribution  by 
an  appeal  to  marginal  productivity  only  shows  that  the 
problem  cannot  be  solved  as  a  question  about  the  technical 
share  of  the  several  co-operating  means  of  production, 
but  is  in  its  own  nature  an  economic  problem:  a  problem 
that  is  really  only  one  side  of  the  general  problem  of 
pricing.  But  in  the  pricing  process,  as  we  saw,  the 
principle  of  scarcity  is  the  paramount  principle.  The 
distribution  of  the  common  outcome  of  production  is, 
therefore,  mainly  governed  by  the  principle  of  scarcity, 
and  the  shares  of  the  various  factors  of  production  are, 
consequently,  substantially  determined  by  supply  and 
demand,  not  by  any  means  entirely  by  the  objective 
characteristics  of  production.  That  the  principle  of 
scarcity  is  modified  in  certain  cases  by  the  principle  of 
substitution,  and  that  this  establishes  an  agreement 
between  the  price  and  the  marginal  productivity  of  the 
means  of  production,  by  no  means  signifies  that  the 
relative  scarcity  of  the  means  of  production  has  lost 
its  fundamental  and  essential  importance  in  connection 
with  prices,  and  consequently  with  “  attribution.”  The 
problem  of  the  distribution  of  the  total  outcome  of  social 
production  amongst  the  factors  of  production  is  thus 
primarily  settled  by  the  relative  scarcity  of  these  factors  in 
proportion  to  the  indirect  demand  of  consumers  for  them. 

The  problem  of  attribution  has  its  roots,  as  we  saw, 
in  the  endeavour  to  find  an  objective  standard  of  just 
distribution.  This  standard  was  sought  in  a  sort  of 
technical  relation  of  cause  and  effect  between  activity  and 
product.  As  there  is  no  such  key  to  the  problem,  there 
can  be  no  just  distribution  in  this  objective  sense.  The 
problem  is  essentially  an  economic  problem.  All  that 
has  been  written  or  said  about  justice  in  regard  to  the 
distribution  amongst  different  means  of  production  is, 
consequently,  to  be  regarded  as  merely  an  expression  of 
vague  hyperbolic  ideas  that  ought  to  have  no  place  in  a 
scientific  treatment.  Instead  of  the  ethical  problem,  how 
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much  of  the  total  product  ought  justly  to  be  attributed 
to  each  co-operating  element,  we  must  take  the  purely 
scientific  problem,  how  much,  in  the  actual  economic 
situation,  goes,  on  economic  grounds,  to  each  of  the 
different  factors  of  production. 

The  solution  of  the  problem  is,  as  we  saw,  in  pricing. 
This  is  determined  by  the  principle  of  scarcity  in  con¬ 
junction  with  the  supplementary  principles;  and  all  of 
them  in  turn  are  consequences  of  the  general  economic 
principle.  It  follows  that  for  every  economy  which  fulfils 
the  economic  requirements  the  principles  of  pricing,  and 
therefore  of  economic  distribution,  are  established.  We 
can  hardly  conceive  an  organisation  of  the  economy  in 
which  a  faulty  observance  of  economic  rules  would  not 
be  felt  as  a  defect  and  would  fail  to  provoke  efforts  to 
attain  a  better  economic  standard.  No  economic 
organisation  would  reach  a  state  of  equilibrium  until  the 
general  economic  principle  and  consequently  our  principles 
of  pricing  were  realised.  In  this  sense  a  distribution 
according  to  our  principles  of  pricing  can  claim  objective 
correctness  from  the  economic  point  of  view;  and  the 
shares  which  fall  to  the  different  factors  of  production  in 
virtue  of  this  pricing  may  be  described  as  their  economi¬ 
cally  correct  shares. 

These  observations,  however,  are  very  far  from 
closing  the  practical  problem  of  distribution.  No 
economy  can  continue  to  maintain  prices,  and  conse¬ 
quently  distribution,  in  express  opposition  to  economic 
requirements.  But  the  practical  result  of  pricing  in 
accordance  with  the  principles  of  the  exchange  economy 
depends  essentially  upon  the  relative  scarcity  of  the 
different  means  of  production  co-operating  in  the  social 
productive  process  and  upon  the  total  outcome  of  the 
process.  This  problem  of  attribution  presents  itself 
from  the  start  as  a  problem  of  abstract  justice;  but  in  the 
light  of  economic  science  it  is  reduced  to  a  question  of 
the  actual  nature  of  pricing  in  the  economy.  The  social 
problem  of  distribution  is  something  more.  It  includes 
the  practical  question,  how  the  given  factors  of  pricing 
can  be  influenced  so  that  the  socio-economic  distribution 
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resulting  from  this  pricing  will  also  be  socio-politically 
satisfactory  and  promote  the  vitality  of  the  nation  and  the 
efficiency  of  its  work.  This,  however,  as  we  shall  see  later, 
opens  out  a  broad  field  for  the  action  of  practical  economic 
and  social  policy  on  prices,  and  therefore  on  the  social 
distribution.  Unfortunately,  ignorant  politicians  and 
philanthropists  only  too  frequently  try  to  urge  a  social 
policy  in  opposition  to  the  principles  of  pricing.  The 
clearer  we  can  make  the  hopelessness  of  these  efforts  to 
social  politicians,  the  more  surely  will  they  direct  their 
powers  to  objects  in  which  their  useful  activity  may  be 
able  to  secure  a  better  distribution,  or  juster  fixing  of 
incomes,  from  the  point  of  view  of  social  politics.  Not 
only  social  politics,  however,  but  economic  policy  gener¬ 
ally,  ought  always  to  remember  that  it  can  only  attain 
permanent  good  for  the  community  when  it  works  in 
harmony  with  the  general  principles  of  the  exchange 
economy. 

In  our  actual  system  where  private  ownership  extends 
to  the  material  means  of  production,  the  shares  which  are 
assigned  to  land  and  capital  in  the  pricing  process  go  to 
the  owners  of  those  factors  of  production.  The  distri¬ 
bution  of  income  in  such  an  economy  is,  of  course,  strongly 
influenced  by  the  existing  distribution  of  property.  The 
development  of  ownership  is  in  turn,  to  a  certain  extent, 
determined  by  the  distribution  of  income  and  by  saving 
(in  the  broadest  sense  of  the  word).  Moreover,  the 
question  of  property  is  governed  by  the  conditions  in 
regard  to  heredity,  the  customs  and  laws  which  regulate 
the  transmission  of  property  at  death.  These  things  have 
an  important  influence  on  the  distribution  of  income  in 
the  community. 

As  regards  labour,  it  must  be  borne  in  mind  that  its 
value  depends  to  a  great  extent  upon  general  education 
and  the  special  technical  instruction  of  the  worker.  In 
an  exchange  economy  in  which  the  cost  of  educating  the 
young  falls  mainly  upon  the  family,  the  conditions  of 
income  and  ownership  have  a  very  important  influence 
on  the  distribution  of  income  in  the  next  generation.  To 
a  certain  extent  the  community  can  obviously  neutralise 
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this  influence  by  its  general  educational  work,  and  particu¬ 
larly  by  assuming  the  cost  of  education. 

The  practical  problem  of  the  distribution  of  the 
total  results  of  the  social  production  is,  therefore,  not 
entirely  settled  by  pricing.  It  includes  various  elements 
apart  from  pricing,  and  these  open  out  a  possibility  of 
a  deliberate  regulation  of  the  distribution.  Hence  any 
inference  from  the  necessity  of  pricing  to  the  supposed 
necessity  of  the  actual  distribution  would  be  unsound; 
and,  consequently,  any  attempt  to  construct  a  “  natural 
harmony  ”  of  the  economic  life  on  the  basis  of  our  theory 
of  prices  would  fail.  General  social  and  economic  policy 
has  a  much  broader  sphere  than  theoretical  economics 
proper.  The  work  of  the  latter  is  to  elucidate  pricing. 
No  general  theory  of  social  policy  is  possible  except  on 
the  basis  of  a  strict  economic  theory;  but  it  has  other 
tasks,  beyond  this,  with  which  theoretical  economics 
cannot  deal,  and  these  mean  an  enlargement  of  the 
pricing  or  the  “  attribution  ”  problem  into  a  general 
problem  of  social  distribution.  A  general  theory  of 
social  policy  must  also  work,  in  part,  with  different 
methods  and  definitions.  For  instance,  it  might  be 
proper  for  it  to  distinguish  the  forms  of  income  primarily 
as  the  two  main  categories  “  property  income  ”  and 
“  work  income,”  and  direct  its  attention  to  the  various 
possibilities  of  acting  beneficially  upon  these  incomes  and 
their  distribution.  Theoretical  economics  has  nothing 
to  do  with  these  matters.  Its  special  purpose  requires 
that  it  shall  make  it  its  chief  business  to  explain  the  nature 
of  the  various  kinds  of  incomes.  It  has,  therefore,  to 
classify  the  kinds  of  incomes  according  to  their  various 
characters  from  the  point  of  view  of  pricing,  and  it  must 
thus  come  back  always  to  the  old  division  into  wages, 
rent  of  land  (including  prices  of  natural  materials),  and 
interest  on  capital.  It  must  give  its  attention  especially 
to  the  correct  description  of  these  kinds  of  incomes  and  the 
corresponding  factors  of  production,  as  well  as  to  the  study 
of  the  determining  elements  of  the  prices  of  these  factors 
of  production.  That  is  the  aim  of  the  following  chapter. 


CHAPTER  VI 
THE  INTEREST  ON  CAPITAL 

§  20.  The  Evolution  of  the  Theory  of  Interest.* 

ALTHOUGH  most  of  what  has  been  said  in  earlier 
l  centuries  about  the  problem  of  interest  is  best  left 
in  oblivion,  it  is  always  instructive  to  follow  the  broad  lines 
of  the  development  of  human  thought  on  this  problem, 
as  it  gives  us  a  clear  insight  into  the  difficulties  connected 
with  it,  and  may  yield  important  clues  to  the  final  solution 
of  the  problem.  All  that  we  have  to  do  is  to  understand 
the  various  tendencies  we  find  in  their  relation  to  the 
general  development  of  the  theory,  and  so  correctly 
appreciate  whatever  is  valuable  in  them. 

The  condemnation  of  interest  by  the  medieval  Church 
makes  it  very  difficult  for  a  modern  man  to  bring  this 
sympathetic  understanding  to  the  matter.  Even  here, 
however,  we  find,  on  impartial  consideration,  circum¬ 
stances  that  explain,  and  to  some  extent  justify,  the  point 
of  view.  As  loans  were  in  those  davs,  perhaps,  generally 
made  to  men  in  poor  economic  circumstances,  the  attempt 
to  make  these  loans  a  source  of  profit  easily  assumed  the 
appearance  of  an  attempt  to  exploit  people’s  hardships; 
as,  unquestionably,  was  very  generally  done.  From  this 
point  of  view,  nations  at  primitive  economic  levels  have, 
as  Roscher  points  out,  generally  shown  a  repugnance 
to  interest,  and  most  religions  which  were  based  upon 
primitive  economic  conditions  have  forbidden  it.  f 

While,  however,  we  recognise  this  element  in  the 
practical  policy  of  the  Church,  we  must  point  out  at  the 

*  For  a  fuller  account  of  the  subject  and  for  bibliography  see  Cassel, 
The  Nature  and  Necessity  of  Interest  (London,  1903). 

t  Grundlagen  der  N ationalokonomie  (22  Aufl.,  1897,  §  190). 
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same  time  that  the  canonists  by  their  attitude  toward 
interest  greatly  increased  the  difficulty  of  understanding 
its  nature.  As  they  were  bound  to  admit  it  in  certain 
cases,  they  used  all  the  weapons  of  sophistry  to  distinguish 
these  cases  from  the  others,  and  they  thus  helped  to  obscure 
the  essential  unity  of  the  phenomenon.  The  right  to 
compensation  for  any  loss  which  the  lender  suffered  in 
making  the  loan  was  recognised  and  called  “interest”: 
the  word  which  we  still  use  in  English  and  French.  As 
this  interest,  moreover,  was  recognised  in  the  case  in 
which  the  lender  would  have  made  a  profit  by  some  other 
use  of  his  money,  people  were  bound  in  time  to  see  the 
identity  of  the  interest  on  a  loan  and  the  interest  which 
capital  yields  in  remunerative  businesses.  This  recog¬ 
nition  must  have  encouraged  the  custom  of  buying  fixed 
ground  rents ;  for  in  this  form  the  landowner  could  always 
get  capital  for  the  better  working  of  his  land  by  paying 
a  rent  which  is  nothing  else  but  interest.  In  Germany, 
where  the  purchase  of  such  rents  was  very  general,  it 
became  the  custom  to  give  the  same  name  Zins  ( =census 
or  “  rent  ”)  to  any  just  payment  on  account  of  a  loan. 
However,  the  struggle  of  the  indispensable  requirements 
of  practical  life  against  the  hair-splitting  distinctions  of 
the  canonists  had  to  go  on  for  several  centuries  before 
the  essential  unity  of  the  various  forms  of  interest  was 
generally  recognised,  and  the  ground  was  won  on  which 
a  scientific  theory  of  interest  could  be  gradually  con¬ 
structed.  This  period  was  also  the  time  when  freedom 
of  thought  was  secured.  The  appeal  to  medieval 
authority  now  gave  place,  first,  in  the  Mercantilist  age, 
to  discussions  of  the  practical  advantages  and  disadvan¬ 
tages  of  a  lowering  of  the  rate  of  interest,  then,  under 
the  influence  of  Liberalism,  to  the  real  study  of  the 
determining  factors  of  the  rate  of  interest  under  free 
trade. 

The  power  of  the  State,  which  succeeded  that  of  the 
Church  at  the  beginning  of  the  new  period,  tried  to 
check  exploitation  in  the  form  of  exacting  interest  by 
laying  down  a  certain  maximum  rate  of  interest.  This 
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policy  was  bound  to  lead  to  perpetual  discussion  of  the 
correct  maximum,  and  therefore  to  a  closer  study  of  the 
effects  of  high  or  low  rates  of  interest;  which  would  give 
a  certain  insight  into  the  significance  of  the  rate  of 
interest  in  the  economic  life.  Reflection  on  the  effect 
of  this  rate  of  interest  on  other  factors  of  the  economic 
life  was  bound  gradually  to  make  clear  the  fact  that  these 
other  factors  in  turn  determine  the  rate  of  interest; 
that  it  is  a  purely  economic  phenomenon,  as  to  which 
policy  cannot  do  what  it  likes.  In  England  this  con¬ 
ception  of  interest  was  developed  very  clearly  by  the  end 
of  the  seventeenth  century.  With  the  rise  of  the  liberal- 
economic  theory  in  the  eighteenth  century  it  became 
self-evident  that  interest  must  be  treated  as  a  market 
price  determined  by  supply  and  demand. 

It  remained,  however,  to  show  more  clearly  the 
form  of  service  which  is  an  object  of  supply  and  demand 
and  for  which  interest  is  consequently  paid.  In  this 
respect  the  period  of  the  rise  of  Liberalism  led  to  several 
important  advances.  The  first  thing  to  do  was  to  deliver 
the  theory  of  interest  from  the  old  confusion  of  money 
and  capital.  As  loans  were  generally  made  in  money, 
it  was  quite  intelligible  that  money  should  be  regarded 
as  the  essential  object  of  the  loan,  and  fluctuations  of  the 
rate  of  interest  should  be  traced  to  a  surplus  or  a  scarcity 
of  money.  The  modern  business  world  has  scarcely  yet 
rid  itself  entirely  of  these  ideas,  as  one  can  see  by  looking 
at  any  leading  article  in  financial  journals,  especially  in 
the  usual  phrases  about  “  cheap  or  dear  money.”  In 
spite  of  all  this,  the  knowledge  that  money  has  only  an 
intermediary  part  in  a  loan,  and  that  the  loan  itself 
consists  essentially  in  handing  over  for  a  time  the  right  to 
dispose  of  capital  made  great  progress. 

Since  then  the  theory  of  interest  has  been  based  upon 
the  assumption  that  money  is  only  an  accidental  form  for 
the  conveying  of  capital,  and  that  it  must  disregard  this 
form  when  it  would  explain  the  dependence  of  the  rate 
of  interest  on  the  capital  market.  Beyond  question 
this  assumption  has  been  very  useful,  as  it  meant  the 


THE  NATURE  OF  INTEREST  181 

detachment  of  the  problem  of  interest  from  the  theory 
of  money,  and  so  facilitated  a  separate  treatment  of  the 
former.  But  it  is  just  as  certain  that  the  said  assumption 
is  only  permissible  as  a  temporary  simplification  of  the 
problem.  A  theory  of  interest  which  omits  entirely  the 
influence  of  the  money  supply  on  the  rate  of  interest, 
consciously  or  unconsciously  assumes  a  static  condition  of 
money,  and  so  cannot  possibly  understand  the  connection 
between  the  rate  of  interest  and  the  value  of  the  mone¬ 
tary-unit,  and  consequently  cannot  thoroughly  grasp  the 
nature  of  money.  Hence  if  we,  for  the  sake  of  simplifying, 
ignore  the  money-form  of  the  loan  in  dealing  with  the 
theory  of  interest,  this  merely  means  that  we  reserve  the 
reciprocal  relations  of  money  and  interest  for  subsequent 
consideration.  The  proper  place  for  this  is  the  theory 
of  money,  and  is,  as  a  matter  of  fact,  the  concluding 
part  of  it  (compare  Chapter  II.). 

The  conception  of  the  loan  as  a  temporary  handing 
over  of  the  right  to  dispose  of  a  sum  of  values — an  abstract 
capital — and  of  interest  as  the  price  of  this  accommoda¬ 
tion,  was  advocated  with  great  clearness  by  the  French 
economists  Turgot  and  J.  B.  Say.  The  conception  of 
interest  as  the  price  of  a  control  of  capital  has  the  great 
merit  of  making  clear  the  service  for  which  the  interest 
is  paid,  and  of  emphasising  the  fact  that  the  interest  is  a 
price,  which  means  that  it  is  put  on  the  same  natural 
footing  as  other  prices,  and  the  organic  arrangement  of 
the  problem  of  interest  as  an  integral  part  of  the  pricing 
process  as  a  whole  is  made  clear  from  the  start. 

From  another  point  of  view  also  the  definition  of 
interest  needed  greater  precision.  It  was  the  custom 
in  England  especially  to  call  the  entire  income  taken  out 
of  a  business  “  profit,”  including  the  interest  on  the 
capital  of  the  owner  of  the  business.  In  order  to  develop 
the  theory  of  interest  it  was  most  important  that  the 
profit  should  be  analytically  divided  into  interest  on  the 
employer’s  own  capital  invested  in  the  business  and  his 
profit  as  an  employer.  Until  this  was  done  it  was 
impossible  to  grasp  properly  the  factors  which  have  an 
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influence  on  the  rate  of  interest  from  the  side  of  either 
supply  or  demand,  and  to  take  into  consideration  the 
total  demand  for  the  disposal  of  capital  in  studying  the 
problem  of  interest.  A  sharp  distinction  of  this  kind 
between  interest  and  employer’s  profit,  between  the 
function  of  the  capitalist  and  that  of  the  employer, 
was  made  by  J.  B.  Say.  He  regarded  the  disposal  of 
capital  as  one  of  its  “  productive  services.”  For  him, 
therefore,  the  fixing  of  the  rate  of  interest  was  part  of 
the  general  pricing  process  by  which  the  prices  of  pro¬ 
ductive  services  are  settled.  The  actual  demand  for 
the  control  of  capital  in  this  process  of  pricing  starts  from 
the  consumers  of  those  finished  articles  for  making  which 
a  control  of  capital  is  required. 

These  results  provided  the  framework  within  which  a 
complete  theory  of  interest  could  have  been  developed. 
There  were  still  needed  a  more  solid  general  theory 
of  pricing,  within  which  interest  would  find  its  natural 
place  as  a  price,  and  a  thorough  study  of  the  circum¬ 
stances  which  determine  the  supply  and  demand  of 
the  control  of  capital,  and  especially  of  the  influence 
of  the  rate  of  interest  itself  upon  these  factors.  Un¬ 
fortunately,  the  development  of  the  theory  was  now 
interrupted,  as  serious  study  of  some  highly  speculative 
theories,  very  alien  to  the  real  economic  life,  was  pushed 
to  the  front.  One  of  these  was  the  Socialist  theory  of 
value,  the  other  what  is  called  the  wages-fund  theory. 
We  must  postpone  the  full  consideration  of  these  theories 
until  we  come  to  the  theory  of  wages  (Chapter  VIII.). 
As  to  their  significance  in  connection  with  the  theory 
of  interest  a  few  observations  must  suffice  here. 

The  main  thesis  of  the  Socialist  theory  of  value  was 
that  value  is  a  commodity  equal  to  the  quantity  of  labour 
which  it  costs  to  produce  it  in  normal  conditions.  This 
quite  arbitrary  thesis,  utterly  opposed  to  the  facts, 
naturally  excludes  in  advance,  not  only  interest  itself, 
but  the  possibility  of  any  rational  theory  of  interest.  As 
it  leaves  no  room  for  an  objective  study  of  the  pricing 
qrocess,  it  makes  it  impossible  to  investigate  interest  as  a 
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price  forming  part  of  this  process.  Any  theory  of  interest 
based  on  that  thesis  can  be  pronounced  in  advance  to 
be  nonsensical  and  it  has  no  claim  to  be  regarded  as  a 
scientific  performance.  A  science  that  in  this  respect 
makes  concessions  to  the  scholasticism  of  Karl  Marx  does 
not  know  what  it  is  doing.  Nevertheless,  the  study  of 
interest  in  a  Socialist  community  is  interesting  to  some 
extent,  as  it  may  help  to  elucidate  its  economic  character. 
We  return  to  the  point  in  §  26. 

The  wages-fund  theory  regarded  capital  as  a  definite 
fund  for  the  maintenance  of  the  workers  during  the 
productive  process.  The  average  wage  of  the  individual 
worker  was  settled  by  the  ratio  of  this  fund  and  the 
number  of  workers.  On  this  conception  of  the  function 
of  capital  it  is  clearly  impossible  to  explain  the  signi¬ 
ficance  in  connection  with  the  rate  of  interest  of  the 
fluctuating  demand  for  finished  goods  or  the  selection 
of  methods  of  production.  In  regard  to  the  supply 
of  control  of  capital  the  wages-fund  theory  taught,  as 
Smith  and  Ricardo  did,  that  a  fall  of  the  rate  must  in  the 
end  check  saving,  which  would  reduce  the  supply  of  the 
control  of  capital;  but  it  impressed  its  sterile  dogmatism 
on  this  idea  also,  and  reached  results  which  were  incon¬ 
sistent  with  substantial  facts  of  the  economic  life. 

The  two  schools  were  also  a  hindrance  to  the  further 
development  of  a  scientific  theory  of  interest  because 
they  constantly  transferred  the  controversy  to  the  ethico- 
political  field.  Against  the  Socialist  denial  of  the  justice 
of  interest  the  opposite  school  made  a  strenuous  attempt 
to  justify  it  morally;  and  the  controversy  between  the 
wages-fund  theory  and  its  opponents  also  was  conducted 
to  a  great  extent  in  the  sphere  of  morality  and  practical 
politics.  The  real  objects  of  science  were  thus  lost  sight  of. 

Yet  the  nineteenth  century  made  positive  contribu¬ 
tions  to  the  theory  of  interest.  These  contributions 
mainly  consisted  of  a  closer  study  of  the  circumstances 
which  determine  the  supply  and  demand  of  the  control 
of  capital.  On  the  side  of  the  supply  the  investigations 
were  prompted  by  an  anxiety  to  justify  interest  by  the 
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sacrifice  which  the  formation  of  capital  imposed  upon 
savers.  The  English  economist  Senior*  showed  that  such 
sacrifice  must  be  regarded  as  a  necessary  “  instrument 
of  production,”  and  as  such  must  be  put  on  a  level  with 
labour  and  nature.  He  called  this  factor  of  production 
“  abstinence,”  a  word  of  rather  a  moral  complexion, 
which  provoked  the  derision  of  Lassalle,  who  made  it  look 
ridiculous  by  depicting  the  great  millionaires  of  Europe 
as  ascetics  for  the  good  of  the  community.!  Later 
writers  have  pointed  out  that  the  formation  of  capital 
in  the  modern  system  is  only  effected  to  a  small  extent 
by  those  classes  of  the  community  to  whom  it  would 
really  mean  “abstinence”  as  a  sacrifice;  for  the  most 
part  it  is  the  outcome  of  the  reserves  of  large  businesses, 
large  speculators,  and  large  capitalists.!  For  an  act 
that  is  performed  under  such  very  different  conditions 
a  quite  colourless  name  had  to  be  found,  one  that  would 
bring  out  the  essential  and  consistent  meaning  of  it  in  the 
exchange  economy.  The  French  ajournement ,  and  the 
English  words  “  postponement  ”  and  “  waiting,”  were 
suggested.  The  last  word  seems  to  be  the  most  suitable. 
Interest  must,  in  relation  to  the  supply,  be  regarded  as 
the  price  that  has  to  be  paid  for  “  waiting.”  Like  every 
other  price,  it  must  be  such  that  it  will  attract  an 
adequate  supply,  yet  sufficiently  restrict  the  demand. 
The  fact  that  a  certain  amount  of  “  waiting” — a  certain 
amount  of  capital-disposal — could  be  had  even  if  the 
interest  were  lower  than  it  is,  that,  in  fact  a  certain 
amount  would  be  available  if  the  interest  were  equal  to 
zero,  is  of  no  consequence. 

The  “  waiting  ”  means  that  a  man  forgoes  for  a  time 
the  disposal  of  a  certain  sum  of  value.  By  this  he  enables 
another  to  dispose  of  capital  for  that  period  of  time. 

*  Senior,  Outlines  of  the  Science  of  Political  Economy  (5th  ed., 
pp.  58-60). 

t  Lassalle,  Herr  Bastiat-Schulze  von  Delitzsch,  der  okonomiscbe  Julian; 
oder,  Kapital  und  Arbeit  (Berlin,  1864). 

X  Cf.  B.  Schmoller,  for  instance,  Grundriss  der  allgemeinen  V olks- 
wirtbscbaftslebre  (1904),  II.,  pp.  176-7. 
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The  “  waiting  ”  is  thus,  arithmetically  considered,  of  the 
same  magnitude  as  the  control  of  capital,  and  is,  like  it, 
measured  by  the  product  of  the  capital  and  the  time. 
It  is,  therefore,  not  generally  necessary  for  the  theory 
to  use  both  expressions.  We  will  in  what  follows  use 
the  word  disposal  of  capital  to  indicate  also  the  service 
which  savers  render  to  the  capital  market. 

In  thus  defining  “  waiting,”  we  have  at  the  same  time 
defined  the  service  for  which  interest  is  paid  as  an  arith¬ 
metical  quantity.  It,  therefore,  seems  to  be  a  decided 
retrogression  when  Menger  and  Bohm-Bawerk  try  to 
base  the  theory  of  interest  on  a  supposed  lower  estimate 
of  future  than  of  present  enjoyment.  The  formula  can 
only  mean  that  in  certain  circumstances  the  “  waiting  ” 
implies  a  sacrifice  that  must  be  compensated  by  the 
payment  of  interest  if  it  is  to  be  done  at  all.  But  in 
point  of  fact  these  circumstances  are  not  always  found, 
because,  even  if  the  rate  of  interest  were  zero,  there  would 
assuredly  still  be  a  certain  amount  of  interest.  More¬ 
over,  this  slighter  appreciation  of  future  goods  varies 
a  good  deal,  and  no  such  thing  as  a  consistent  or  an 
average  feeling  of  the  kind  can  be  assigned.  The  idea 
of  a  lower  valuation  of  future  goods  is  not  new,  and,  in 
any  case,  it  cannot  be  made  the  basis  of  a  real  theory  of 
interest.  Such  a  theory  should  know  to  what  extent  and 
in  what  degree  this  lower  appreciation  occurs  in  actual 
life,  and  therefore  to  what  extent  an  interest  must  be 
paid  as  compensation  for  “waiting.”  It  is  not  enough  to 
state  the  fact  that  “waiting”  must  be  compensated  by 
interest.  The  question  must  be:  How  much  “waiting” 
will  be  offered  at  any  particular  rate  of  interest  ?  In 
other  words,  how  far  does  the  supply  of  capital-disposal 
depend  upon  the  rate  of  interest  ?  When  we  thus  regard 
the  supply  as  a  function  of  the  rate  of  interest,  it  is  clearly 
necessary  to  have  an  arithmetical  expression  of  the  supply. 

Now  let  us  consider  the  circumstances  which  deter¬ 
mine  the  demand  for  capital-disposal.  Real  insight 
into  this  aspect  of  the  problem  of  interest  was  impos¬ 
sible  as  long  as  the  importance  of  concrete  capital  wi; 
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kept  in  the  foreground,  and  the  use  which  this  has  in 
the  immediate  satisfaction  of  wants  and  in  production, 
and  consequently  the  direct  applicability  and  productivity 
of  real  capital,  was  given  as  an  explanation  of  the  pay¬ 
ment  of  interest.  An  argument  of  this  sort,  which, 
moreover,  only  holds  for  durable  goods  or  fixed  real 
capital,  could  only  show  that  the  services  of  a  durable 
good  must  have  a  price  just  as  the  article  itself  must. 
This  truth  is  not  without  importance  in  connection  with 
the  theory  of  interest,  but  it  tells  us  nothing  about  the 
heart  of  the  problem,  as  it  gives  no  information  on  the 
question  how  the  proportion  between  the  price  of  the 
services  of  the  durable  good  and  the  price  of  the  article 
itself  is  regulated.  As  we  shall  see  presently  (§  22), 
this  question  can  only  be  fully  answered  when  one  con¬ 
ceives  the  disposal  of  capital  as  an  independent  factor  of 
production,  and  the  pricing  both  of  the  durable  goods 
and  their  services  as  one  aspect  of  a  single  pricing  process 
of  the  exchange  economy. 

The  older  economists  had  mostly  imagined  capital 
as  a  fund  of  the  necessaries  of  life  with  which  the 
workers  could  be  maintained  during  the  course  of  the 
productive  process.  It  therefore  consisted  mainly  of 
necessaries  of  life,  clothes,  etc.,  which  were  intended  for 
the  workers.  The  more  of  such  capital  one  had,  the 
longer  one  could  wait  for  the  outcome  of  production 
and  the  more  effectively,  therefore,  one  could  equip  the 
productive  process  with  tools  and  machines,  with  a  better 
cultivation  of  the  soil,  and  so  on.  Hence  the  real 
importance  of  capital  in  this  sense  must  be  that  it  enabled 
some  time  to  elapse  between  the  beginning  and  the  end 
of  production.  This  idea,  which  seems  once  to  have 
been  generally  accepted,  was  most  precisely  formulated 
by  Jevons.  He  says  that  the  sole  use  of  capital  is  to 
enable  us  to  “  lengthen  the  average  interval  between  the 
moment  when  labour  is  exerted  and  its  ultimate  results 
or  purpose  accomplished.”*  This  lengthening  of  the 

*  Jevons,  Theory  of  Political  Economy  (London,  1879),  P-  248. 
Compare,  also,  pp.  242-3,  where  capital  is  defined. 
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period  of  production  increases  the  productivity  of  labour. 
Given  the  rate  of  interest,  the  lengthening  of  the  period 
of  production  can,  and  must,  be  continued  as  long  as  the 
increase  of  the  product  that  is  obtained  by  means  of  the 
ultimate  lengthening  covers  the  special  cost  of  interest 
which  the  lengthening  entails.  The  interest  that  is  paid 
for  the  unit  of  control  of  capital  is,  therefore,  equal  to  the 
marginal  productivity  of  the  lengthening  of  the  period 
of  production  that  is  facilitated  by  this  disposal  of  capital. 
That  is  Jevons’s  theory  of  interest. 

It  undoubtedly  marks  a  great  advance  in  our  know¬ 
ledge  of  the  circumstances  which  regulate  the  demand 
for  capital-disposal,  but  it  has  a  certain  one-sidedness 
from  which  we  must  set  ourselves  free.  In  the  first 
place,  Jevons’s  idea  of  capital  is  clearly  factitiously  and 
unnecessarily  restricted.  What  enables  the  advanced 
economy  to  leave  a  time  between  the  productive  work  and 
the  outcome  of  production  is,  as  we  saw  (§  4),  not  an 
accumulated  stock  of  necessaries  of  life,  but  the  whole 
existing  and  continuous  process  of  production,  including 
the  real  capital  which  is  employed  in  it.  But  this 
defect  of  Jevons’s  theory,  due  to  an  imperfect  analysis  of 
the  conditions  of  the  continuous  social  process  of  pro¬ 
duction,  can  easily  be  remedied,  as  in  the  above  theses 
we  can  simply  substitute  our  idea  of  the  disposal  of 
capital  for  his  idea  of  capital. 

But  there  is  another  one-sidedness  of  the  theory,  also 
connected  with  his  idea  of  capital — namely,  when  he  sees 
the  significance  of  capital  only  in  the  fact  that  it  enables 
us  to  undertake  production  that  requires  time.  The 
gradual  using-up  of  a  durable  good  also  takes  time, 
and  by  far  the  greater  amount  of  the  disposal  of  capital 
is  required,  as  we  shall  see  (§  23),  to  enable  us  to  wait  for 
the  successive  services  of  durable  goods.  These  essen¬ 
tially  different  sources  of  the  need  for  the  disposal  of 
capital  we  must  not  try  to  compress  into  a  single  form  by 
artificial  constructions. 

Finally,  it  is  a  defect  of  Jevons’s  theory  of  interest 
that  it  can  see  the  importance  of  the  last  piece  of  disposal 
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of  capital  exclusively  in  a  lengthening  of  the  period  of 
production.  It  is  part  of  the  definition  of  the  disposal 
of  capital  that  capital  and  time  assume  a  symmetrical 
position:  a  certain  quantity  of  control  of  capital  which  is 
introduced  into  a  productive  process  may,  therefore, 
be  used,  not  only  for  lengthening  the  process,  but  also 
for  enlarging  it  without  altering  the  period  of  production. 
The  lengthening  of  the  process  of  production  in  Jevons’s 
sense  reallv  means  a  substitution  of  control  of  capital 
for  labour  or,  in  general,  for  other  factors  of  production. 
As  Jevons  wants  to  settle  the  interest  by  the  marginal 
productivity  of  the  lengthening  of  the  period  of  pro¬ 
duction,  this  means  that  he  attributes  the  pricing  of  the 
disposal  of  capital  entirely  to  the  principle  of  substitution, 
and  loses  sight  altogether  of  the  principle  of  scarcity. 
But  this  latter  principle  is,  as  we  have  seen,  always  the 
fundamental  principle  of  pricing;  in  comparison  with  it 
the  supplementary  principles  are  to  be  regarded  as  modi¬ 
fications.  This  conception  of  pricing  must  be  applied 
to  the  disposal  of  capital.  The  interest  must,  being  the 
price  of  the  disposal  of  capital,  be  primarily  determined 
by  its  scarcity.  This  fundamental  explanation  must  not  be 
obscured  by  the  fact  that  the  scarcity  of  the  control  of 
capital  may  be  modified  by  the  possibility  of  a  substitu¬ 
tion  of  other  factors  of  production  for  it.  The  interest 
must,  in  any  case,  as  the  price  of  the  disposal  of  capital, 
be  determined  by  its  scarcity,  even  when  no  such  sub¬ 
stitution  is  possible.  In  a  conservative  agricultural 
economy,  which  runs  on  always  in  the  same  grooves,  an 
increase  of  the  capital  would  lead  to  no  change  in  the 
period  of  production,  but  it  might,  if  there  were  an 
opportunity,  lead  to  the  enlargement  of  the  cultivated 
area.  In  such  case  the  interest  would  depend  upon  the 
proceeds  of  the  use  of  capital  on  the  new  soil,  and  there¬ 
fore  could  not  be  determined  by  the  productivity  of  a 
lengthening  of  the  period  of  production,  but  must  be 
directly  traced  to  the  scarcity  of  the  command  of  capital. 

Even  where  the  quantities  of  the  other  factors  of 
production  are  given,  however,  the  interest  must,  when 
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the  methods  of  production  do  not  vary,  be  determined 
on  the  basis  of  the  principle  of  scarcity.  A  surplus  of 
capital-disposal  always  finds  a  use,  on  account  of  the 
relative  increase  of  the  demand  for  those  finished  articles 
which  require  a  particularly  large  disposal  of  capital  for 
their  manufacture.  This  case  clearly  cannot  be  pressed 
into  the  scheme  of  a  “  lengthening  of  the  period  of  pro¬ 
duction  ”  without  giving  it  some  different  meaning  than 
that  of  a  change  in  the  method  of  production. 

In  this  connection  we  must  also  point  out  that  to 
assume  an  “  average  period  of  production  ”  is,  strictly 
speaking,  equivalent  to  assuming  only  one  process  of 
production  with  one  single  period  of  production.  Such 
an  assumption  excludes  in  advance  a  demand  for 
articles  the  making  of  which  would  make  different 
claims  upon  the  capital-disposal.  The  unscientific  use 
of  the  word  “  average  ”  is,  unfortunately,  only  too  apt 
to  introduce  these  important  assumptions  unwittingly 
into  the  discussion. 

§  21.  Capital-Disposal  as  a  Factor  of  Production. 

If  we  care  to  divide  the  whole  of  the  means  of  pro¬ 
duction  into  certain  leading  categories,  it  at  once  becomes 
clear  that  labour  and  land  must  be  counted  as  such,  even 
if  the  precise  definition  of  these  general  types  requires  a 
special  analysis.  Of  the  other  means  of  production  our 
attention  is  first  drawn  to  the  produced  material  goods 
which  are  actually  in  the  process  of  production  (§  5). 
We  call  these  real  capital.  But  can  this  real  capital  be 
put  on  the  same  footing  as  the  two  other  categories  we 
have  named  ?  The  question  is  closely  connected  with 
the  old  controversy  whether  “  capital  ”  can  be  regarded 
as  a  separate  factor  of  production:  a  question  which,  as 
is  so  often  the  case,  could  be  disputed  chiefly  because  the 
subject  of  the  controversy  was  not  clear.  Obviously 
real  capital  is  necessary  for  production,  and  from  this  point 
of  view  it  must  be  regarded  as  a  means  of  production. 
But  it  can  be  resolved  into  other  means  which  have 
co-operated  in  producing  it.  Hence  when  we  ask  about 
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the  elementary  means  of  production,  which  are  not 
themselves  an  outcome  of  the  productive  process,  it 
might  seem  as  if  no  other  factor  of  production,  apart 
from  nature,  were  required  except  labour  (including  the 
operations  of  employers  under  that  head).  As  a  matter 
of  fact,  this  has  often  been  held,  and  it  is  especially 
prominent  in  Socialism. 

In  order  to  be  quite  clear  on  the  point,  we  have  now  to 
consider  very  carefully  the  actual  conditions  of  produc¬ 
tion,  and  we  must  recall  our  distinction  between  durable 
goods  and  consumable  goods  (§  2). 

When  a  durable  good  is  produced,  it  is  for  the  sake  of 
the  services  which  it  will  perform  when  it  is  used.  These 
services  are  the  direct  object  of  the  demand.  The  thing 
itself  is  only  an  intermediary  that  is  necessary  for  the 
satisfaction  of  the  demand,  and  therefore  cannot  be 
regarded  as  the  final  term  of  the  process  of  production. 
From  the  economic  point  of  view  the  productive  process 
must  be  regarded  as  continuous,  leading  up  to  the 
eventual  satisfaction  of  wants  through  a  series  of  different 
productive  operations.  Hence  the  building  of  a  house  is 
only  the  first  stage  in  the  productive  process  which  seeks 
to  satisfy  the  want  of  house-accommodation.  The  process 
is  not  completed  until  it  has  satisfied  the  want;  and  this 
only  occurs  by  the  gradual  use  of  the  house.  The  second 
stage  of  the  productive  process  entails  supervision,  main¬ 
tenance,  etc.,  or  new  outputs  of  productive  activity, 
though  to  a  slighter  extent.  The  essential  thing  is, 
however,  that  it  takes  time:  in  the  case  we  are  con¬ 
sidering,  indeed,  much  more  time  than  the  first  stage. 
When  the  house  is  finished,  a  man  must  still  wait  a  long 
time  before  he  can  enjoy  all  the  fruits  of  the  sacrifices. 

This  is  a  quite  general  circumstance,  rooted  in  the 
nature  of  things,  and  does  not  in  any  sense  depend  upon 
the  form  of  the  economy.  The  farmer  who  works  on  his 
own  account  has  to  wait  long  years  after  making  the 
sacrifices  which  building  a  house  entails  for  the  full 
fruition  of  them  in  the  use  of  the  house.  In  the  exchange 
economy  this  inevitable  waiting  for  the  fruits  of  the 
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sacrifices  of  the  first  stage  of  production  may  be  taken  over 
bp  another.  The  waiting  is  then  clearly  seen  to  be  an 
independent  economic  function.  It  is,  of  course,  con¬ 
ceivable  that  a  group  of  workers  who  have  built  a  house 
co-operativelp  will  wait  to  receive  their  wages  in  the 
future  rent  of  it.  As  a  rule,  they  cannot,  because  they 
require  the  means  to  satisfp  their  dailp  necessities;  or 
they  will  not,  because  they  would  rather  enjop  the  fruit 
of  their  work  now  than  in  a  remote  and  uncertain  future. 
Then  there  comes  along  another  person  who  bups  the 
house,  in  order  to  collect  the  rents  afterwards.  The 
workers  now  get  compensation  for  their  productive  out¬ 
put  immediatelp  after  the  house  is  finished.  The  other 
man  takes  upon  himself  the  work  of  “  waiting.” 

What  we  have  said  about  houses  applies  to  everp  other 
durable  good.  It  does  not  matter  whether  its  services 
are  required  for  the  immediate  satisfaction  of  wants  or 
for  production.  The  manufacturer  who  bups  a  machine 
has  to  wait  for  compensation  for  his  sacrifice  until  the 
machine  has  rendered  full  service  in  productive  work  in 
his  factorp.  In  many  cases  the  producer  transfers  the 
work  of  waiting  to  another,  and  is  content,  like  a  tenant 
of  a  house,  to  pap  rent  for  the  durable  good  in  question. 
Manufacturers  rent  factories,  merchants  rent  their 
premises,  even  large  railwaps  sometimes  rent  their 
trucks. 

The  function  of  waiting  for  the  services  which  a 
durable  product  is  able  to  render  in  the  course  of  its  life 
is,  therefore,  a  necessarp  prerequisite  before  the  article 
will  be  produced.  If  neither  the  producers  themselves 
nor  anp  other  person  will  take  on  the  waiting,  production 
is  economicallp  impossible.  Who  undertakes  the  function 
is  a  secondarp  matter.  The  main  thing  is  that  it  must 
be  undertaken  bp  somebodp.  But  in  order  to  undertake 
this  function  a  man  must  have  at  his  disposal  a  certain 
capital  in  the  abstract  sense;  that  is  to  sap,  a  capital 
corresponding  to  the  cost  of  production  of  the  good. 
The  man  who  bups  a  house  when  it  is  finished  must  have 
the  sum  at  hand  to  bup  it.  He  paps  this  to  the  builders, 
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who  do  what  they  like  with  it.  For  his  part  he  has  “  tied 
up  ”  his  capital  in  the  house.  The  price  of  the  house 
represents  the  capital  tied  up  in  it.  Waiting  for  the 
services  of  a  durable  good  thus  entails  the  disposal  of  a 
certain  amount  of  capital.  Hence  this  command  of 
capital  is  a  necessary  condition  of  production.  When  the 
capital-disposal  necessary  for  waiting  for  the  services  of 
a  durable  product  cannot  be  found,  the  product  cannot, 
economically,  be  made.  If  a  man  asks  in  advance  whether 
a  certain  durable  good  is  to  be  produced  or  not,  he  must 
bear  in  mind  that  the  economic  object  of  such  production 
is  to  secure  the  services  of  the  article,  and  this  object  can 
only  be  attained  if  one  has  the  command  of  capital 
required  to  be  able  to  wait  for  the  necessarily  successive 
services  of  it,  or  at  least  a  reasonable  hope  that  someone 
will  put  this  at  his  disposal  when  the  industrial  process 
of  production  is  finished.  Thus  this  disposal  over  capital 
is  just  as  necessary  for  the  purpose  of  production  as  any 
other  means  of  production  that  is  required  for  the  m  king 
of  the  durable  good,  and  it  must,  therefore,  be  put  on  the 
same  footing  as  the  other  means  of  production. 

“  Waiting  ”  and  “  capital- disposal  ”  are  synony¬ 
mous  terms  for  the  description  of  this  means  of  produc¬ 
tion.  “  Waiting  ”  emphasises  the  negative  aspect  of  it, 
the  foregoing  for  a  certain  time  of  the  consumption  of 
an  existing  capital.  The  capital-disposal  is  the  positive 
command  of  capital  during  the  same  period  which  is 
thus  provided. 

We  have  restricted  the  idea  of  real  capital  so  as  to 
include  only  material  goods  which  are  actually  in  the 
process  of  production.  Obviously  we  must  restrict  the 
idea  of  capital-disposal  in  the  same  way,  and  therefore 
not  extend  it  to  waiting  for  the  services  of  those  durable 
goods  which  have  already  definitively  passed  to  the 
consumer. 

Waiting  for  the  services  of  durable  goods  is,  of  course, 
only  a  necessary  factor  of  production  in  so  far  as  there 
really  is  question  of  production.  When  the  production 
of  a  durable  good  is  projected,  the  disposal  of  capital 
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that  is  required  to  wait  for  its  services  must  be  counted 
in  the  same  way  as  anything  else  that  is  necessary  for  the 
production.  Precisely  for  that  reason  capital-disposal 
is  a  necessary  factor  of  production.  If,  on  the  other 
hand,  the  durable  good  is  finished,  one  has  to  wait 
to  see  whether  the  requisite  control  of  capital  can  be 
found  or  not.  If  no  one  will  pay  more  than  half  the  cost 
for  the  article,  there  is  a  loss,  which  the  producer  must 
bear.  The  vendor  has  then,  of  course,  only  half  the 
command  of  capital  at  his  disposal.  This  disturbs  the 
conditions  for  a  continuance  of  production.  We  cannot 
infer  from  this  that  the  control  of  capital  is  more  or  less 
superfluous,  or  that  any  amount  of  it  whatever  will  do. 
That  would  be  much  the  same  as  saying  that  it  is  un¬ 
necessary  to  pay  for  a  piece  of  work  done  if  one  has  merely 
promised  in  advance  to  pay  for  it.  If  it  is  to  be  possible 
to  continue  to  produce  durable  goods  in  an  invariable 
form,  it  is  obviously  necessary  that  the  required  disposal  of 
capital  shall  always  be  at  hand  to  take  over  the  finished 
articles. 

Since,  then,  capital-disposal  is  only  to  be  regarded 
as  a  condition  of  production,  the  use  of  the  non- 
reproducible  durable  goods,  especially  land,  certainly 
entails  waiting  for  services,  but,  as  the  price  of  such  goods 
is  not  settled  by  cost  of  production,  it  does  not  require 
a  definite  disposal  of  capital. 

The  necessity  for  capital-disposal  in  the  economic 
process  of  production,  which  we  have  now  proved, 
is  based  upon  the  fact  that  the  use  of  durable  products 
takes  time.  This  is  by  far  the  most  important, 
but  not  the  only,  source  of  the  need  of  capital-dis¬ 
posal.  It  is  also  needed  for  production  in  the  narrower 
technical  meaning  of  the  word  because  production  takes 
time. 

Certain  kinds  of  work — cooking,  massage,  etc. — serve 
for  the  immediate  satisfaction  of  wants.  The  fruit  of 
such  work  is  enjoyed  at  the  moment  the  work  is  done, 
or  immediately  afterwards.  The  most  work,  however, 
has  to  be  done  in  the  earlier  stages  of  production,  and  is 
x  13 
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only  of  use  when  the  product  is  finished.  To  simplify 
the  matter,  we  may  assume  that  material  and  tools  have 
no  appreciable  part,  and  that  the  product  is  made  by 
a  group  of  workers  without  outside  help.  It  is  then 
conceivable  that  the  workers  can  wait  for  their  wages 
until  the  article  is  finished,  and  receive  the  article  or  the 
price  of  it  as  wages.  But  they  may  transfer  the  waiting 
to  another,  in  order  to  draw  the  wages  for  their  work  at 
once.  The  other,  who  undertakes  the  waiting,  has  then 
to  pay  the  workers  as  production  proceeds,  and  he  gets  his 
compensation  in  the  finished  article  or  the  price  of  it. 
In  order  to  be  able  to  wait  he  must  have  the  disposal  of  a 
capital  corresponding  to  the  price  of  the  product  at  the 
time,  and  equal  to  the  price  of  the  finished  product  at 
the  end.  If  the  workers  themselves  undertake  this  wait¬ 
ing,  they  have  to  have  the  disposal  of  exactly  the  same 
amount  of  capital.  It  is  true  that  they  do  not,  nor  does 
anyone  else,  need  to  have  the  whole  sum  in  advance. 
If  they  have  capital  enough  to  enable  them  to  live  during 
the  time  of  production,  they  can  collect  the  capital  that 
is  required  for  taking  over  the  product  gradually,  by  means 
of  their  productive,  but  unpaid,  labour.  This  increasing 
capital  is,  during  the  course  of  the  process  of  producing  the 
material  good  in  question,  tied  up  in  the  good.  It  is  only 
when  someone  is  prepared  to  find  the  requisite  disposal 
of  capital  that  the  production  can  be  undertaken.  Hence 
the  corresponding  command  of  capital  is  in  all  circum¬ 
stances  a  necessary  condition  of  production,  and  therefore 
it  must  be  put  on  the  same  footing  as  the  other  means  of 
production. 

What  we  have  said  here  of  labour  applies  to  all  the 
means  of  production  which  co-operate  in  the  process  of 
production.  This  co-operation  must  take  place  in  the 
earlier  stages  of  production,  and  its  use  only  appears 
when  the  product  is  finished.  It  is,  therefore,  necessary 
to  wait  for  the  compensation  for  this  co-operation.  The 
fact  that  the  production  takes  time  makes  it  necessary  to 
have  the  disposal  of  a  certain  capital,  and  this  generally 
increases  during  the  whole  period  of  production.  The 
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capital  required  is  at  each  moment  equal  to  the  value 
of  the  product. 

In  certain  cases  the  product  ma)  serve  to  satisfy  wants 
even  at  earlier  stages,  but  it  is  better  and  larger  if  further 
development  is  awaited.  That  applies  particularly  to 
forests.  We  may  use  a  tree  now,  or  we  may  let  it  grow 
for  another  ten  years.  This,  however,  requires  the  dis¬ 
posal  of  a  certain  capital,  corresponding  to  the  selling 
price  of  the  tree  at  the  time.  This  leaving  to  mature — 
it  applies  to  other  things  also,  such  as  the  maturing  of 
wine — has  its  importance,  and  so  it  must  be  regarded  as  a 
source  of  the  need  of  the  disposal  of  capital. 

The  wheat-harvest  could  be  consumed  in  the  autumn, 
at  least  to  a  far  greater  extent  than  it  is  now,  but  it  would 
then  not  meet  the  needs  of  the  later  part  of  the  harvest- 
year.  We  economise  with  the  wheat,  and  spread  the 
consumption  of  it  more  or  less  evenly  over  the  entire 
year.  This  requires  the  command  of  a  certain  capital, 
equal  to  the  total  price  of  the  remaining  stock  of  wheat 
at  the  time.  This  necessary  economising  with  a  stock 
that  must  last  a  certain  time  is  another  source  of  the  need 
for  the  disposal  of  capital. 

These  last  two  sources,  however,  need  not  be  regarded 
as  separate.  They  may  both  be  brought  under  the 
general  need  due  to  the  fact  that  production  takes  time. 
We  reckon  the  productive  process  to  the  moment  when 
the  products  pass  to  the  consumers. 

Our  division  of  capital-disposal  into  th?t  which  is 
required  because  the  use  of  durable  goods  takes  time, 
and  that  which  is  required  because  production  in  the 
technical  sense  takes  time,  corresponds,  as  is  clear,  to  the 
division  of  real  capital  into  fixed  and  circulating  (§  5). 

In  studying  the  static  economy  (§  5),  we  found  that 
a  constant  reproduction  of  real  capital  was  necessary 
to  maintain  it.  This  reproduction  naturally  presupposes 
in  the  exchange  economy  that  the  various  concrete  goods 
which  constitute  real  capital  have  prices  corresponding 
to  the  cost  of  production,  and  that,  consequently,  the 
capital-disposal  for  acquiring  them  is  always  available. 
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Since  the  two  sections  of  real  capital,  fixed  and  circula¬ 
ting,  are  themselves  maintained  invariable,  they  each 
require,  in  harmony  with  the  above-mentioned  two 
chief  sources  of  the  need  of  a  command  of  capital  at 
constant  prices,  a  constant  capital-disposal.  This  means 
a  certain  demand  upon  the  willingness  of  the  community 
as  a  whole  to  make  the  sacrifice  of  waiting,  or  to  “  save,” 
taking  the  word  in  the  general  sense. 

In  our  actual  economy  the  individual  owner  of 
capital  generally  finds  it  possible  to  consume  part  of  his 
capital.  He  may,  for  instance,  collect  a  payment  due,  and 
use  the  money  for  his  current  consumption.  There  are 
always  some  owners  of  capital  acting  thus,  and  so  a  certain 
amount  of  command  of  capital  is  withdrawn  from  the 
economy  in  every  period.  Hence  new  savings  have  to 
be  provided  to  the  same  amount.  Unless  this  condition 
is  fulfilled  in  each  period,  the  economy  cannot  be  main¬ 
tained  in  a  stationary  condition.  The  demands  that  are 
made  on  the  members  of  the  community  for  this  purpose 
are  thus  always  in  force.  Waiting  is  a  factor  of  produc¬ 
tion  which  even  in  the  stationary  economy  must  always 
be  available.  This  is  a  fuller  characterisation  of  that 
attitude  of  will  of  the  economic  man  which  we  described 
in  §  5  as  a  necessary  condition  of  the  maintenance  of 
the  stationary  economy.  In  this  respect  the  progressive 
economy  naturally  makes  greater  demands,  since  in  it 
real  capital  must  not  only  be  maintained,  but  constantly 
augmented;  and  therefore  an  ever-increasing  quantity 
of  disposal  of  capital  must  be  available — that  is  to  say, 
there  must  be  positive  saving  on  the  part  of  the  com¬ 
munity. 

The  command  of  capital — the  ability  to  dispose  of  a 
certain  capital  for  a  time — is  not  only,  for  the  two  reasons 
given,  a  means  of  production,  but  it  is  an  elementary 
means.  From  the  side  of  the  supply  it  is,  as  we  saw,  a 
“  waiting,”  a  temporary  foregoing  of  the  satisfaction 
of  wants  for  which  one  has  the  means.  This  is,  clearly, 
a  personal  service  of  a  particular  character,  and  cannot 
be  resolved  into  others;  it  must  be  described  as  really 
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“  elementary.”  It  must  be  borne  in  mind  that  in  this 
inquiry  we  have  as  yet  said  nothing  as  to  the  extent  to 
which  this  service  must  be  paid  for.  So  far  we  have  merely 
established  that  the  capital-disposal  is  an  indispensable 
means  of  production,  and  it  must,  therefore,  be  regarded 
as  a  factor  of  production,  and  be  put  on  the  same  footing 
as  the  other  factors,  labour  and  land. 

The  source  of  the  supply  of  this  capital-disposal 
is  saving.  The  means  which  savers  make  available  by 
undertaking  the  function  of  waiting  are  for  the  most  part, 
though  not  entirely,  used  for  paying  wages,  and  are  then 
used  by  the  workers  mainly  for  buying  the  necessaries  of 
life,  paying  rent,  etc.,  and  thus  consumed.  That  is  the 
reason  why  the  classical  school  saw  the  role  of  capital 
in  its  facilitating  the  maintenance  of  the  workers  during 
the  course  of  production,  and  conceived  capital  as  an 
accumulated  stock  of  necessaries  of  life  for  the  workers. 
We  have  seen  that  this  is  really  wrong  (§  6).  There  is 
no  store  of  means  of  existence  in  the  modern  continuous 
economy.  The  continuous  process  of  production  pours 
out  a  steady  stream  of  products,  partly  articles  for  the 
immediate  satisfaction  of  wants,  partly  real  capital. 
The  savers  have,  on  the  basis  of  the  saved  part  of  their 
income,  a  claim  to  a  certain  part  of  these  products;  and 
they  carry  it  into  effect  by  buying,  either  directly  or 
through  the  mediation  of  others,  the  newly  produced 
real  capital.  The  workers  also,  in  virtue  of  their  wages, 
have  claims  to  a  certain  part  of  the  social  product:  they 
realise  their  claim  chiefly  in  the  form  of  a  demand  for 
finished  goods  for  their  consumption.  In  this  way  the 
whole  of  the  unsaved  income  of  the  community  is  used. 
In  a  state  of  equilibrium  production  is  directed  by  these 
claims,  and,  in  correspondence  with  them,  it  is  divided 
between  the  increase  of  real  capital  and  the  direct  satisfac¬ 
tion  of  wants.  The  means  which  the  savers  make  available 
are  thus  in  reality  only  their  claims  upon  the  results  of 
social  production,  not  concrete  consumable  goods. 

Nor  are  these  means  accumulated  in  advance.  The 
savers  invest  their  savings  at  the  time  they  are  made 
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(see  §  47,  at  the  end)  by  putting  them  at  the  .disposal 
of  employers.  Thus  the  new  demand  for  command  of 
capital  is  fed  daily  by  new  savings,  and  these  are  used  at 
once,  directly  or  indirectly,  for  purchasing  real  capital. 

The  income  of  the  economy  that  is  not  saved  is  used 
to  pay  for  current  consumption.  This  consumption  is 
directed  partly  to  the  consumable  goods  which  issue  in 
a  steady  stream  from  the  productive  process,  and  so 
need  not  be  accumulated  in  advance,  and  in  part  to  the 
use  of  durable  goods  (houses,  streets,  railways,  theatres, 
etc.).  To  satisfy  all  these  requirements  the  economy 
must,  as  was  shown  in  §§  5  and  6,  possess  a  certain  real 
capital  (partly  fixed,  partly  circulating),  and  in  the  pro¬ 
gressive  economy  it  must  be  a  steadily  increasing  capital. 
On  the  other  hand,  a  stock  of  finished  goods  is  generally 
unnecessary. 

There  may,  of  course,  be  saving  amongst  the  workers, 
and  to  that  extent  they  take  over  a  part  of  the  newly 
produced  real  capital.  When  the  savings-bank  deposits 
of  the  manual  workers  in  the  building  trade  are  loaned 
on  mortgage  to  the  master  builder,  the  workers  really 
take  over  part  of  the  command  of  capital  that  is  needed 
for  the  house  at  which  they  themselves  are  working.  A 
small  peasant,  who  constructs  a  house  himself,  does  the 
same  to  an  even  greater  extent;  he  himself  for  the  greater 
part  finds  the  necessary  capital-disposal.  He  can  do 
this  partly  because  he  draws  an  income  from  land,  with 
which  he  can,  if  necessary,  support  himself  while  he  is 
building,  partly  by  restricting  the  satisfaction  of  his 
wants,  which  goes  much  further  than  would  be  necessary 
in  doing  such  strenuous  work  for  wages.  Here  again, 
therefore,  there  is  saving,  and  it  sets  free  productive  forces 
for  the  production  of  real  capital.  The  capital  that  is 
needed  for  acquiring  the  house  is  created  by  the  man 
himself,  by  his  work,  for  which  he  asks  no  immediate 
satisfaction  of  his  wants  as  compensation. 

The  capital  which  the  savers  make  available  is  ex¬ 
pressed  in  the  exchange  economy  by  a  certain  sum  of 
money.  A  sum  of  money,  or  an  abstract  sum  expressed 
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in  the  price-unit,  is  an  elementary  arithmetical  quantity 
which  has  its  own  dimension;  just  as  in  physics  we  have 
length,  weight,  and  time.  We  will  call  this  purely 
economic  dimension  M,  and  the  dimension  of  time, 
which  is  very  important  in  economic  science,  T.  The 
productive  service  which  we  call  capital-disposal  thus 
has  the  dimensions  MT.  This  means  that  the  service  is 
measured  by  the  product  of  a  sum  of  money  and  a  time. 
The  unit  of  this  compound  magnitude  is  the  disposal  of 
the  monetary  unit  during  the  time-unit.  For  instance, 
if  we  take  a  hundred  pounds  as  the  money-unit  and  a  year 
as  the  time-unit,  it  is  the  disposal  of  a  hundred  pounds 
for  a  year.  As  the  service  of  capital-disposal  is  only 
measured  by  the  product  of  a  sum  of  goods  and  a 
time,  it  is  in  principle  independent  of  those  changes  of 
the  sum  of  money  and  the  time  which  leave  the  pro¬ 
duct  unchanged.  For  instance,  the  capital-disposal  of  a 
thousand  pounds  for  one  month  is  equivalent  to  a  capital- 
disposal  of  five  hundred  pounds  for  two  months;  which 
is  easily  seen  when  one  reflects  that  a  person  who  has  the 
command  of  a  thousand  pounds  for  two  months  can 
twice  provide  either  one  or  the  other  of  the  said  capital- 
disposals.  But  we  shall  see  in  the  next  section  that  in 
practice  there  is  a  certain  difference  between  capital- 
disposal  for  a  short  or  a  longer  term. 

Now  that  we  have  made  clear  the  meaning  of  this 
capital-disposal  as  a  necessary  and  elementary  means  of 
production,  we  come  back  to  the  question  from  which 
we  started  in  this  section,  to  what  extent  real  capital 
is  to  be  regarded  as  a  separate  factor  of  production. 
To  answer  the  question  we  must  refer  to  the  contents  of 
§§  5  and  6.  The  use  of  fixed  real  capital  is  resolved,  on 
the  one  hand,  into  a  using-up,  which  must  be  replaced 
by  maintenance  and  renewal — by  production — and  there¬ 
fore  means  a  need  of  more  remote  means  of  production; 
and,  on  the  other  hand,  into  a  capital-disposal  for  the 
period  of  the  use,  and  this  disposal  must  be  regarded  as  an 
elementary  means  of  production.  The  use  of  circulat¬ 
ing  real  capital  is  a  consumption  which  must  be  replaced 
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by  the  aid  of  more  remote  means  of  production*..  This 
use  requires,  to  supplement  it,  a  disposal  of  capital 
while  waiting  for  the  result  of  the  sacrifice  that  has  been 
made.  It  seems,  then,  as  if  real  capital  itself  were  not 
a  separate  factor  of  production. 

But  if  we  confine  our  analysis  of  the  exchange  economy 
to  a  period  that  begins  in  the  present  the  real  capital  in 
existence  at  the  beginning  of  this  period  must  be  con¬ 
ceived  as  a  given  factor  of  our  problem,  not  to  be  further 
analysed,  and  therefore,  as  it  is  required  for  production, 
to  be  put  on  the  same  footing  as  the  elementary  means 
of  production.  Thus  the  resolving  of  real  capital  into 
elementary  factors  of  production  brings  us  back  both  to 
the  real  capital  existing  at  the  beginning  of  the  period 
and  the  capital-disposal  offered  in  the  period,  and,  of 
course,  to  the  other  elementary  factors  of  production 
available  during  the  period.  The  position  of  the  real 
capital  given  at  the  beginning  of  the  period  or  of  the 
services  of  it  in  the  pricing  process,  which  has  been  indi¬ 
cated  substantially  in  §  12,  will  be  further  considered  in  our 
inquiry  into  the  nature  of  rent  (§  22  and  Chapter  VII.). 

§  22.  Interest  as  Price. 

Up  to  the  present  our  inquiries  have  shown  that 
capital-disposal  is  a  necessary  factor  of  production. 
Whether  anything  is  to  be  paid  for  this  factor  is  a  question 
that  must  not  be  decided  by  any  ethical  or  sentimental 
considerations  as  to  the  value  of  services  rendered  by 
capitalists.  It  depends  entirely  upon  whether  the  supply 
of  capital-disposal  is  scarce  relatively  to  the  demand; 
in  other  words,  whether  it  is  necessary  to  put  a  price  on  it 
sufficient  to  check  the  demand  or  to  stimulate  the  supply. 

In  point  of  fact,  as  everybody  knows,  a  price  is  always 
paid  for  the  capital-disposal.  This  is  proof  enough  that 
in  our  actual  economic  life  such  disposal  of  capital  is 
really  scarce.  If  there  were  no  such  scarcity,  certainly 
nothing  would  be  paid  for  it.  The  fairly  general  idea 
that  in  modern  life  a  surplus  of  capital  is  created  by 
excessive  saving  is  thus  wrong. 
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The  price  that  is  paid  for  capital-disposal  is  called 
interest  on  capital,  or,  briefly,  interest.  In  reality 
interest  often  includes  a  sort  of  indemnification  for 
a  certain  risk  connected  with  the  loan.  This  pre¬ 
mium  on  risk  is  regulated  by  its  own  laws,  and  it 
has  nothing  in  common,  theoretically,  with  interest. 
The  theory  of  interest  must  ignore  the  risk:  it  must 
regard  only  loans  where  there  is  perfect  security.  There 

is,  of  course,  no  such  thing  in  human  life  as  absolute 
security;  but  it  is  enough  to  take  account  of  cases  where 
the  security  is  so  good,  or  is  esteemed  to  be  so  good,  that 
the  risk  need  not  be  considered,  and  nothing  is  paid  for 

it.  In  such  cases  the  interest  contracted  for  represents 
a  pure  interest  in  the  sense  of  the  theory. 

Moreover,  in  real  life  the  rate  of  interest  varies 
according  as  the  capital  is  loaned  for  a  long  or  a  short 
period.  The  rates  for  short  period  loans  vary  a  good 
deal  more  than  those  for  long  periods.  This  is  par¬ 
ticularly  the  case  in  regard  to  what  is  called  daily  money; 
but  the  discount  rate  also  shows  considerable  fluctuations. 

The  question  is,  therefore,  What  rate  of  interest 
shall  we  take  as  the  subject  of  inquiry  in  our  general 
theory  of  interest  ?  It  might  be  answered  that  a  complete 
theory  of  interest  must,  obviously,  include  every  kind  of 
interest  and  find  the  determining  factors  of  the  various 
rates.  Here,  where  we  must  confine  ourselves  to  an  ele¬ 
mentary  study  of  the  phenomenon  of  interest,  it  seems 
best  to  take  a  typical  form  of  the  purchase  of  capital- 
disposal.  We  have  then,  clearly,  to  choose  the  long-term 
loan.  The  bulk  of  the  capital-disposal  is  required,  as 
we  have  seen,  for  the  use  of  durable  goods,  such  as  build¬ 
ings,  railways,  waterworks,  and  so  on.  For  these  pur¬ 
poses  the  capital-disposal  must  be  for  a  very  long  period, 
if  not  perpetual.  For  this  reason  the  rate  of  interest  for 
fixed  loans,  mortgages,  and  similar  transactions  must  be 
regarded  as  the  typical  rate.  We  must,  however,  bear 
in  mind  that  the  rate  in  question  should  not  be  raised 
on  account  of  any  serious  risk,  nor  reduced  on  account  of 
any  special  measures — as  the  United  States,  for  instance, 
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has  successfully  done  for  its  bonds  by  means  of  itfl  bank¬ 
note  policy.  The  type  of  interest  on  capital  that  best 
reflects  the  actual  state  of  the  market  for  fixed  disposal 
of  capital  is,  perhaps,  the  interest  that  is  paid  for  first 
mortgages  on  pieces  of  land.  In  Western  Europe  this 
rate  of  interest  is  quite  generally  between  3^  and  4^ 
per  cent.* 

When  we  glance  at  the  history  of  the  rate  of  interest, 
and  compare  the  older  with  the  modern  rates,  we  must 
remember  that  the  rate  of  interest  is  a  market  price,  and 
so  only  those  rates  must  be  compared  that  are  paid  on 
advanced  markets,  and  when  there  is  no  need  to  take  risk 
into  account.  If  these  simple  and  obvious  precautions 
were  always  taken,  the  very  exaggerated  idea  of  the  fall 
of  the  rate  of  interest  during  the  historical  period  would 
never  have  arisen,  and  the  theory  of  the  inherent  tendency 
of  the  rate  to  fall  would  not  have  found  any  supposed 
support  in  historical  experience.  When  Canon  Law  still 
ruled,  che  taking  of  interest  was  often  accompanied  by 
great  rLk  and  in  any  case  great  unpleasantness.  It  is 
obvious  that  this  greatly  restricted  the  number  of  money 
lenders,  and  added  a  good  deal  to  the  rate  of  interest  as 
compensation  for  risk  and  other  disadvantages.  These 
rates  cannot  be  compared  with  ours.  When  a  real 
capital  market  began  to  be  formed  in  the  chief  centres 
of  trade  in  Europe,  we  find  rates  of  interest  as  low  as 
the  lowest  of  our  own  time.  In  Holland,  for  instance, 
the  rate  was  about  3  per  cent,  in  the  middle  of  the 
seventeenth  century;  and  the  effective  rate  of  interest 
for  the  best  security  at  the  time  of  the  French  Revolution 
was  to  3f  per  cent. 

The  following  inquiries  relate  entirely  to  the  interest 
that  is  paid  on  fully  developed  markets  for  long-term 
loans,  not  specially  favourable,  but  with  perfect  security. 

As  it  is  the  price  of  an  elementary  means  of  production, 
interest  is  determined,  like  all  such  prices,  as  part  of  the 

*  The  best  statistical  data  as  to  the  fluctuations  of  the  rate  of  interest 
are,  perhaps,  found  in  the  returns  of  the  insurance  companies  as  to  the 
average  real  interest  obtained  by  them  on  their  funds. 


THE  RATE  OF  INTEREST  203 

great  pricing  process.  The  disposal  of  capital  is  available  in 
every  period  to  a  limited  amount,  and  in  the  same  period 
there  is  a  demand  for  it — due,  in  the  long  run,  to  the 
demand  for  finished  goods — which  can  only  be  sufficiently 
checked  by  fixing  a  price  for  the  disposal  of  capital.  In 
the  systems  of  equations  (§  16)  which  arithmetically 
represent  the  pricing  process  one  of  our  R  is  the  quantity 
of  available  capital-disposal  in  the  period  in  question,  and 
one  of  our  q  is  the  price  of  it.  This  price  is,  therefore, 
settled  like  all  other  prices. 

A  special  theory  of  interest  cannot  be  anything  but 
a  careful  study  of  the  pricing  process  in  respect  of  the 
price  of  capital-disposal.  In  this  we  have  to  con¬ 
sider  demand  and  supply  separately.  In  regard  to  the 
demand  we  have  to  find  what  external  factors  have  an 
influence  on  it,  and  therefore  indirectly  on  the  interest, 
and  how  the  price  of  capital-disposal — the  interest 
itself — affects  the  demand.  The  available  quantities  of 
the  various  factors  of  production  were  taken  for  granted 
in  our  general  treatment  of  the  pricing  problem.  In  the 
present  book,  however,  we  will  drop  this  assumption,  as 
we  have  said,  and  will  ask  whether,  and  to  what  extent, 
the  supply  of  the  factors  of  production  is  influenced  by 
their  prices.  In  the  present  chapter  this  shall  be  done  as 
regards  the  supply  of  capital-disposal;  in  other  words, 
this  supply  will  be  studied  as  a  function  of  the  rate  of 
interest. 

This  study  of  the  demand  and  supply  of  capital- 
disposal  will  show  us  why  it  is  scarce,  and  to  what  extent 
this  scarcity  can  be  regarded  as  necessary.  It  will  thus 
answer  the  question  whether  interest  is  merely  an  acci¬ 
dental  phenomenon  of  our  time  or  is  a  phenomenon 
based  upon  objective  conditions,  equally  necessary  at 
any  future  time  and  in  any  organisation  of  the  economy. 
The  theory  of  interest  will  not  entirely  have  done  its 
work  until  this  much  disputed  question  is  answered.  For 
that  purpose  we  shall  have  to  inquire  what  counter¬ 
acting  forces  on  the  side  of  the  demand  and  the  supply 
would  be  provoked  by  a  sharp  fall  of  the  rate  of  interest. 
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We  shall  find  that  these  forces  would  very  quickly  put  a 
limit  to  the  fall  of  the  rate.  We  shall  further  have  to  test 
to  what  extent  an  interest  would  have  to  be  reckoned 
in  a  Socialist  community,  and  so  realise  that  the  existence 
of  interest  is  independent  of  any  particular  organisation 
of  the  economy. 

Since  interest  is  a  price  that  is  paid  in  money  like  any 
other  price,  its  dimension  is  equal  to  M,  the  dimension 
of  money.  In  the  preceding  section  we  found  that  the 
dimension  of  the  disposal  of  capital  is  equal  to  the  product 
MT,  in  which  T  indicates  the  dimension  of  time.  The 
rate  of  interest  indicates  how  much  is  paid  per  unit  of 
the  disposal  of  capital — say,  for  the  disposal  of  a  capital 
of  a  hundred  pounds  for  a  year — or,  in  other  words,  the 
ratio  of  the  interest  paid  for  the  disposal  of  capital  and 
the  disposal  itself.  The  dimension  of  the  rate  of  interest 

M  i 

is,  therefore,  equal  to  jtyp  =ty*  Hence  the  rate  of  interest 

is  the  reciprocal  value  of  a  time.  This  thesis  must  not  be 
looked  upon  as  an  unimportant  result  of  a  mathematical 
speculation.  It  is  really  very  important  in  connection 
with  the  theory  of  interest,  as  it  provides  a  clue  to  the 
deeper  nature  of  the  phenomenon  of  interest;  elements 
of  time  must  be  essential  determining  factors  of  the  rate 
of  interest.  The  thesis  is  not  unknown,  in  fact,  to  the 
popular  mind.  The  common  expression  for  interest 
as  “  so  much  per  cent,  a  year  ”  expresses  the  relation 
between  an  abstract  number  and  a  time,  or  the  reciprocal 
value  of  a  time.  This  character  of  the  rate  of  interest 
is  still  clearer  when  we  consider  the  price  of  a  perpetual 
fixed  rent.  The  price  is  a  certain  multiple  of  the  rent, 
or  the  rent  for  a  certain  number  of  years,  for  a  certain 
time.  If  we  call  this  time  t,  and  the  fixed  rent  r,  the 
price  c  of  the  rent  is  equal  to  tr.  What  interest  does  the 
purchaser  of  the  rent  pay  for  this  amount  of  capital  ? 
The  capital  is  c,  the  annual  return  r.  The  rate  of 

r  i 

interest  is  thus  We  see,  therefore,  that  the  interest 

6  l' 

is  the  reciprocal  value  of  a  time:  namely,  the  reciprocal 
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value  of  the  number  of  years  by  which  the  annual  rent 
is  multiplied  in  calculating  the  purchase  price.  Hence 
the  interest  can  just  as  well  be  determined  by  this  number 
of  years.  In  earlier  times,  when  the  purchase  of  rents 
was  often  the  chief  form  of  investment,  this  form  was 
actually  used  in  settling  the  interest.  In  England  we  still 
speak  of  so  many  “  years  purchase  ”  in  buying  land,  and 
of  “  years  purchase  of  dividend  ”  in  the  stock  market. 
The  sum  that  is  paid  for  an  absolutely  durable  good  is  not 
equal  to  the  price  of  the  annual  use  multiplied  by  an 
endless  time,  but  corresponds  to  the  use  of  it  for  a 
definite  time.  This  time,  which  is  the  reciprocal  value 
of  the  rate  of  interest,  may  be  used  just  as  well  as  the 
rate  of  interest  to  indicate  the  height  of  it.  The  thesis 
that  the  rate  of  interest  is  the  reciprocal  value  of  a  time 
is  put  in  its  proper  light  by  this  observation. 

In  regard  to  the  position  of  interest  in  pricing  we 
have  again  to  distinguish  between  the  two  main  reasons 
of  the  need  of  a  disposal  of  capital:  that  both  the  use  of 
durable  goods  and  production  in  the  narrower  sense  take 
time.  First,  then,  we  have  to  consider  the  position  of 
interest  in  the  pricing  of  durable  goods  and  their  services. 

Rent,  in  the  widest  sense  of  the  word,  is  the  price  of  the 
use  of  a  durable  good.  The  determining  factors  of  this 
price  will  be  more  closely  considered  in  the  next  chapter. 
But  it  is  necessary  to  introduce  the  idea  here,  otherwise 
we  cannot  perfectly  elucidate  the  role  of  interest  in 
fixing  prices.  When  we  regard  the  price  of  the  durable 
good  itself  in  relation  to  the  price  of  the  use  of  it,  we  call 
the  price  of  the  good  its  “  capital  value.”  Here  we  come 
to  that  characteristic  of  durable  goods  which  most  clearly 
shows  the  necessity  of  separating  them  as  a  special 
category  of  economic  goods :  namely,  that  two  prices 
must  be  taken  into  consideration  in  regard  to  them — 
the  price  of  the  article  itself  and  the  price  of  the  use  of 
it.  When  this  is  the  case,  it  must  clearly  be  a  particular 
business  to  buy  the  article  itself  and  sell  the  use  of  it. 
The  ratio  of  the  two  prices  must  then  be  settled  on  the 
general  rules  of  pricing.  If,  to  simplify  matters,  we 
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assume  that  handing  over  the  use  of  it  implies  no  other 
act  except  waiting,  and  that  the  durable  good  lasts  for 
ever,  then  the  one  who  acquires  the  good  must  have 
only  the  necessary  disposal  of  capital,  and  need,  therefore, 
only  be  indemnified  for  this  service.  In  that  case  it  is 
obvious  that  the  price  of  the  use  must  be  equal  to  the 
interest  of  the  purchase  price  of  the  good  itself.  In  this 
case,  therefore,  there  is  a  definite  equation  between  capital 
value  and  rent;  if  c  indicates  the  capital  value,  r  the  rent, 
and  p  the  rate  of  interest,  r=pc. 

If  the  durable  good  does  not  last  indefinitely,  the  rent 
must  include  a  proportion  for  the  depreciation  of  the 
capital.  Frequently  the  rent  also  includes  payment  for 
special  services  of  the  landlord,  such  as  lighting  the  stairs 
in  a  block  of  flats;  but  this  is  not  rent  in  the  scientific 
sense.  Strictly  speaking,  the  proportion  for  depreciation 
of  capital  is  payment  for  part  of  the  good  itself,  not  rent, 
if  we  take  it  as  net  rent,  or  as  the  price  that  is  paid  for 
mere  use,  after  striking  off  from  the  gross  rent  the  cost 
of  depreciation.  This  net  rent,  which  may  be  conceived 
as  the  price  of  the  use  of  a  good  that  lasts  for  ever,  will 
be  the  meaning  of  the  word  “  rent  ”  in  what  follows. 
Hence  capital  value  and  rent  are  connected  with  each 
other  and  with  the  rate  of  interest  by  the  equation  we 
have  given. 

It  may  be  asked  which  of  these  three  quantities  is 
independent,  and  which  depends  upon  the  others.  The 
answer  differs  according  as  the  durable  good  is  or  is  not 
reproducible. 

If  it  is  not  reproducible,  the  cost  of  production  can¬ 
not  be  the  determining  factor  of  price.  Since,  moreover, 
the  demand  of  consumers  in  regard  to  a  durable  good  is 
directed  primarily  to  the  use  of  it,  not  to  the  thing  itself, 
there  is  no  direct  fixing  of  a  price  for  it.  The  price  of 
the  use  of  it,  on  the  other  hand,  is  determined  by  the 
scarcity  of  it  and  the  demand  for  it.  The  price  must  be 
high  enough  to  adjust  the  demand  to  the  available  supply. 
Once  the  price  of  the  use  is  thus  settled,  the  price  of  the 
good  itself  is  fixed  by  capitalising  the  rent  according  to 


DETERMINING  THE  RATE  207 

the  current  rate  of  interest.  As  this  capital  value  has 
no  separate  determining  factor  whatever,  it  cannot  influ¬ 
ence  the  rate  of  interest.  Waiting  for  the  utilities  of  the 
durable  good  requires  a  certain  capital-disposal,  it  is 
true,  but  we  have  not  here  an  independent  source  of  the 
demand  for  capital-disposal.  The  required  amount  of 
command  of  capital  is  determined  by  the  capital  value, 
and  this  in  turn  by  the  rate  of  interest.  The  man  who 
owns  the  good,  eo  ipso  owns  the  capital  that  is  necessary 
for  waiting  for  the  services  of  the  good.  If  another  buys 
it,  it  might  seem  as  if  he  would  withdraw  so  much  capital- 
disposal  from  the  market,  as  he  ties  up  a  certain  amount 
in  buying  the  good.  We  often  find  this  view  in  the 
business  world;  for  instance,  that  large  sales  of  land  make 
great  demands  on  the  capital  market.  This  is,  of  course, 
wrong,  for  precisely  the  same  amount  of  capital  is  freed 
for  the  vendor  as  the  purchaser  ties  up.  The  capital- 
disposal  that  is  tied  up  in  the  good  is  given  in  the  capital 
value  of  it  at  the  time.  Hence  the  ownership  of  it  makes 
no  special  demands  on  the  market  for  capital-disposal, 
and  so  can  have  no  influence  on  the  rate  of  interest.  This 
is  true  even  when  the  article  is  the  subject  of  a  rise  of 
price,  an  “  unearned  increment.”  The  capital  value  of 
a  non-reproducible  durable  good  is  an  entirely  subsidiary 
phenomenon  of  the  pricing  process. 

It  is  otherwise  in  the  case  where  the  article  is  re¬ 
producible.  The  price  of  the  object  itself  has  then 
one  determining  factor — its  cost  of  production.  The 
price  of  its  use  has  one  determining  factor;  and  in  this 
case,  when  the  existing  quantity  of  the  good  is  not  given 
in  advance,  only  one — the  demand  for  the  use  of  it. 
Neither  of  these  factors  is  sufficient  of  itself  to  fix  the 
price.  In  such  circumstances  a  definite  price  can  only 
be  fixed  when  a  connection  is  established  between  the 
price  of  the  object  and  the  price  of  the  use  of  it.  This 
is  done  by  the  intervention  of  the  capitalist  who  buys 
the  durable  good  in  order  to  sell  the  services  of  it,  or 
puts  at  the  disposal  of  the  employer  sufficient  command 
of  capital  for  the  purpose.  This  intervention  implies  a 
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quite  definite  disposal  of  capital.  The  buyer .  of  the 
object  must,  normally,  pay  the  cost  of  its  production. 
He  must  allow  for  interest  on  his  money  at  the  current 
rate,  so  that,  in  the  total  cost  of  supplying  the  use,  the 
price  of  the  use  has  a  second  determining  factor.  Thus  the 
equation  between  capital  value,  interest,  and  rent  provides 
the  required  connection  between  the  price  of  the  object 
and  the  price  of  its  use,  and  the  pricing  problem  is  settled 
in  the  usual  way.  In  this  case,  therefore,  none  of  the 
three  quantities — capital  value,  interest,  and  rent — is 
independent,  and  none  determined  by  the  others.  They 
are  all  three  equally  unknown  quantities  of  the  pricing 
process,  and  are  only  determined  by  it,  and  all  together. 

The  demands  that  are  made  on  the  market  for  capital- 
disposal  in  this  case  are  settled  by  the  cost  of  production 
of  the  object,  which  must  in  normal  circumstances — when 
production  is  to  continue  in  the  same  forms — be  covered. 
These  demands  are  new.  The  production  of  a  new 
durable  good  entails  a  new  burden  on  the  capital  market; 
a  burden  that  must  be  met  by  a  new  formation  of  capital — 
in  other  words,  by  further  saving.  The  demand  for 
capital-disposal  in  order  to  wait  for  the  services  of 
reproducible  durable  goods  thus  represents  an  independent 
factor  of  the  capital  market,  and  one  that  must  have  an 
independent  influence  on  the  rate  of  interest.  The  capital 
value  of  the  reproducible  durable  goods  is,  therefore,  not 
merely  the  capitalised  value  of  the  rent,  but  has  a  special 
determining  factor  in  the  cost  of  production  of  the  good, 
and  it  has  an  influence  itself  both  on  the  rate  of  interest 
and  the  price  of  the  use  (or  the  rent). 

The  whole  of  this  connection  is  seen  most  clearly 
when,  as  we  have  hitherto  done,  the  services  are  regarded 
as  the  ultimate  products;  in  other  words,  the  waiting  for 
the  services  is  included  in  the  productive  process  in  the 
broader  sense.  The  required  capital-disposal  is  then 
seen  to  be  a  factor  of  production,  and  we  have  only  to 
consider  a  single  pricing  process  which  settles  the  price 
of  the  disposal  of  capital  in  the  same  way  as  the  prices 
of  all  other  means  of  production,  and  embraces  also  the 
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prices  of  the  reproducible  durable  goods  and  the  prices 
of  their  services.  From  this  point  of  view,  the  cost  of 
capital-disposal  is  seen  to  be  on  the  same  footing  as  the 
other  costs  of  production,  the  services  have  definite  costs 
of  production,  and  the  usual  course  of  the  pricing  process, 
which  adjusts  the  demand  for  finished  articles  to  the 
available  supply  of  the  elementary  factors  of  production, 
is  restored. 

In  the  narrower  sense  we  call  the  price  of  the  use  of 
a  non-reproducible  durable  good  rent.  This  price,  which, 
as  we  have  shown,  is  directly  determined  by  the  relative 
scarcity  of  utilities  of  this  kind,  and  therefore  has  a 
position  in  the  pricing  process  quite  independent  of 
interest,  must  be  made  the  subject  of  a  special  investiga¬ 
tion,  and  we  will  devote  a  special  chapter  to  it. 

On  the  same  footing  as  the  “  non-reproducible  ”  in 
the  arguments  of  this  section  are  those  goods  which  can 
be  technically  produced,  but  are  not  produced  because 
of  lack  of  demand  or  excessive  cost  of  production. 

§  23.  The  Demand  for  Capital-Disposal. 

Now  that  we  have  shown  that  the  disposal  of  capital 
is  a  necessary  condition  of  production  in  general,  we  must 
try  to  get  some  idea  of  the  relative  importance  of  this 
factor  of  production  in  the  various  branches  of  produc¬ 
tion.  If  we  could  assume  that  this  importance  were  the 
same  for  all  products,  and  that  the  price  that  would  have 
to  be  paid  for  the  disposal  of  capital  was  always  propor¬ 
tional  to  the  other  costs  of  production,  the  interest  would 
have  no  part  in  determining  the  relative  prices  of  the 
products;  we  should  have  a  pricing  process  in  agreement 
with  that  of  Ricardo  (§  31).  But  if  the  disposal  of  capital 
has  a  very  different  significance  in  different  branches  of 
production  or  for  different  products,  the  interest  must, 
clearly,  if  it  is  to  be  paid  at  all,  have  a  definite  and  positive 
effect  on  the  relative  prices  of  the  various  goods.  Every 
rise  or  fall  of  the  rate  of  interest  must  then  entail  an 
alteration  of  the  relative  prices  of  things;  every  change 
in  the  relative  demand  for  the  various  goods  must  have  a 
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definite  influence  on  the  demand  for  capital-disposal,  and 
therefore  on  the  rate  of  interest.  The  disposal  of'capital 
is  then  in  the  same  position  as  any  other  factor  of  pro¬ 
duction. 

In  order  to  orientate  ourselves  toward  the  first 
question,  we  have  to  work  out  the  use  of  capital  in  various 
branches  of  production  and  compare  it  with  the  use  of 
other  factors  of  production.  As  a  standard  of  the  im¬ 
portance  of  these  other  factors  of  production  we  may 
take  the  total  expenditure  apart  from  the  indemnification 
for  the  disposal  of  capital.  We  have  then  to  compare 
the  return  on  the  capital  employed  with  this  expenditure 
in  various  businesses.  There  are  some  figures  for  making 
this  comparison  in  an  English  Blue  Book  of  1891  dealing 
with  the  relation  of  wages  to  the  cost  of  production.* 
Using  this  material,  we  may  draw  up  the  following  table : 


If  w 

Trade. 

Expenditure 
(in  £1,000). 

Capital  (in 
Millions). 

Capital  per 
Pound  of 
Expenses. 

Textile 

25-6 

0-017 

I 

Five  coal  companies 

650 

!-4 

2 

Gas  (total)  . 

11,262 

60 

5 

Tramways 

2,267 

137 

6 

London  and  India  Docks 

1,188 

16-1 

14 

Southampton  Dock  Co.  . . 

70 

1'49 

21 

Sixteen  railway  companies 

36,218 

718 

20 

Eight  water  companies  . . 

661 

14-6 

22 

Canal  companies  (not  belonging 

to  railways)  . .  . . 

949 

247 

26 

One  of  them  . 

257 

1-57 

61 

We  see  from  this  that  the  position  of  the  disposal  of 
capital  is  extraordinarily  different  in  different  trades. 
The  highest  of  these  figures  is  nearly  a  hundred  times  as 
large  as  the  lowest.  As  there  are  certainly  other  trades 
with  a  relatively  smaller  capital  than  the  textile  trades, 

•  Report  to  the  Board  of  Trade  on  the  Relation  of  Wages  in  Certain 
Industries  to  the  Cost  of  Production  (C.  6535;  1891). 
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the  range  is  probably  still  greater  between  the  highest 
and  lowest  relative  disposal  of  capital.  Hence  the  burden 
of  interest  in  the  various  trades  is  very  unequal,  and  the 
height  of  the  interest  must  in  the  long  run— if  it  has  had 
time — make  itself  felt  in  the  provision  for  the  various 
wants,  and  considerably  influence  the  prices  of  the  dif¬ 
ferent  material  goods  and  services.  We  also  see  that 
the  command  of  capital  has  by  far  the  greatest  import¬ 
ance  in  those  trades  in  which  there  is  a  good  deal  of  fixed 
capital,  and  less  importance  in  the  trades  in  which  the 
capital  is  mainly  circulating.  This  confirms  the  view 
already  expressed,  that  the  use  of  the  durable  products 
represents  by  far  the  most  important  source  of  the  need 
of  capital-disposal.  The  figures  of  capital-disposal  quoted 
include,  of  course,  the  capital  required  for  the  owner¬ 
ship  of  land;  but  this  source  of  error  need  not  upset  our 
results. 

In  this  section,  in  which  we  are  studying  the  demand 
for  the  disposal  of  capital,  we  will  take  the  supply  of  it 
as  a  given  quantity.  Assuming,  therefore,  that  a  definite 
amount  of  capital-disposal  is  available,  the  price  of  it, 
the  interest,  has  to  restrict  the  demand  to  this  given 
quantity.  This  is  the  principle  of  scarcity.  The  demand 
for  the  control  of  capital  proceeds,  as  we  have  shown,  from 
two  main  sources — the  ownership  of  fixed  capital  and  the 
ownership  of  circulating  capital — and  it  is  based  upon  the 
fact  that  the  use  of  durable  goods,  as  well  as  production 
in  the  narrower  sense,  takes  time.  To  that  extent  the 
demand  for  capital-disposal  depends  upon  the  productive 
process;  it  is  a  demand  for  a  factor  of  production.  There 
is  also,  in  point  of  fact,  a  demand  for  the  disposal  of  capital 
for  the  purposes  of  consumption.  This  demand,  which 
comes  from  individuals,  who  want  to  consume  beyond 
their  current  income,  can  best  be  treated  as  a  negative 
supply,  and  so  need  not  be  considered  in  this  connection 
(see  §  24).  We  may,  therefore,  here  confine  ourselves 
to  the  demand  on  the  side  of  production,  and  first  con¬ 
sider  the  demand  for  capital-disposal  for  the  use  of  durable 
goods.  This  demand,  of  course,  comes  in  the  ultimate 


212 


THE  INTEREST  ON  CAPITAL 

analysis  from  men’s  immediate  wants,  and  therefore 
partly  from  the  demand  for  the  direct  services  of  durable 
goods  and  partly  from  the  demand  for  the  material 
products  that  are  made  with  the  help  of  the  services 
of  durable  goods.  Thus  the  object  of  interest  in  this 
sphere  is  to  check  the  demand  for  the  services  of  durable 
goods,  whether  these  services  are  required  for  the  im¬ 
mediate  satisfaction  of  wants  or  for  the  antecedent 
process  of  production. 

Hence  a  rise  of  the  rate  of  interest  must  be  caused 
by  any  development  of  the  demand  that  makes  specially 
large  claims  upon  the  durable  goods.  This  was  fully 
confirmed  in  the  nineteenth  century,  as  every  period  of 
intenser  railway  construction  than  usual  sent  up  the  rate 
of  interest  considerably.  The  rises  of  the  rate  which 
occurred  at  the  end  of  the  last  century,  and  twice  in  this 
century  before  the  War,  were  probably  due  in  a  great 
measure  to  the  large  development  of  the  electrical 
industry,  in  the  ultimate  analysis  to  the  demand  for 
electric  trams,  lighting,  telephones,  etc. — that  is  to  say, 
for  very  costly  durable  goods.  On  all  such  occasions 
the  real  scarcity  of  the  command  of  capital  has  made 
itself  acutely  felt.  The  movements  of  the  economic  life 
connected  therewith  will  be  studied  in  the  last  Book. 

The  rise  of  the  rate  of  interest,  of  which  business  men 
complain  so  much,  and  politicians  ascribe  to  all  sorts  of 
mishaps,  has  a  quite  definite  and  very  important  economic 
work  to  do.  There  has  to  be  a  selection  amongst  the 
various  desires  that  make  demands  upon  the  disposal  of 
capital.  Only  the  most  important  can  be  satisfied,  and 
the  others  must,  at  least  for  a  time,  be  cut  off.  Which 
are  the  most  important  has  to  be  decided  on  the  general 
rules  of  the  economy;  the  most  important  are  those  that 
pay  best — in  this  case,  those  that  can  bear  the  highest 
rate  of  interest.  Without  this  regulation  of  the  demand 
the  whole  social  economy  would  get  into  an  impossible 
position.  After  such  a  triumph  of  industry  as  the  electric 
tramway,  naturally,  all  the  towns  in  the  world  want  to  be 
fitted  up  with  this  convenience  as  speedily  as  possible.  To 
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attempt  to  satisfy  all  these  requirements  more  or  less 
at  the  same  time  and  perfectly  would  absorb  the  pro¬ 
ductive  forces  quite  disproportionately  in  meeting  this 
demand,  and  would  throw  the  whole  system  into  dis¬ 
order.  This  can  only  be  prevented  by  increasing  the 
rate  of  interest,  so  as  to  increase  considerably  the  expense 
of  the  utilities  of  the  durable  goods  in  question. 

If  we  would  study  more  closely  the  demand  for  the 
disposal  of  capital,  we  must  investigate  the  various 
external  factors  which  influence  this  demand.  On  the 
other  hand,  we  must  remember  that  the  demand  is  a 
function  of  the  price,  and  therefore  of  the  rate  of  interest. 
We  cannot  be  content  with  a  study  of  the  demand  at  a 
certain  rate  of  interest.  We  must  take  as  the  subject 
of  our  inquiry  the  demand  in  its  dependence  upon  the 
fluctuations  of  the  rate  of  interest.  The  demand  itself 
is,  as  we  found  (§§  11  and  16),  not  a  given  determining 
factor  of  the  price.  The  real  factors  must  be  sought  in 
the  way  in  which  the  demand  depends  upon  the  price. 

Of  the  external  factors  which  influence  the  demand  for 
capital-disposal  the  first  to  be  considered  is  the  growth  of 
population.  If  this  is  to  take  place  without  injurious 
effect  upon  the  economic  situation,  it  is  clear  that  the 
volume  of  durable  goods  must  increase  in  the  same 
proportion  as  the  population.  Every  new  family  that 
comes  along  wants  a  new  house,  with  streets,  water  supply, 
drainage,  light,  etc.  Moreover,  the  increase  of  popula¬ 
tion  also  requires  a  corresponding  increase  of  the  agri¬ 
cultural  buildings  and  equipment,  factories,  means  of 
transport,  and  so  on.  In  the  evenly  progressive  economy 
(§  6)  there  must  be  a  constant  formation  of  capital.  The 
economy  cannot  use  up  the  whole  of  its  income.  It 
must  use  a  certain  proportion  of  it  for  the  augmentation 
of  real  capital.  Thus  the  increase  of  population  of  itself 
makes  demands  upon  the  disposal  of  capital.  A  com¬ 
munity  with  an  increasing  population  has,  precisely  on 
account  of  this  movement,  a  more  acute  need  of  the 
command  of  capital  than  a  similar  community  with  a 
stationary  population.  Hence  the  rate  of  interest  must, 
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as  far  as  the  effect  of  this  circumstance  is  felt,  be  higher 
in  the  former  than  in  the  latter  economy.  From  this 
point  of  view  a  comparison  between  Germany  and  France 
before  the  War  is  particularly  instructive. 

Progress,  however,  does  not  merely  consist  in  an 
increase  of  population.  It  means  a  better  satisfaction 
of  wants,  and  this  requires  above  all  things  an  increase 
of  durable  material  goods,  or  of  fixed  real  capital.  It  is 
remarkable  to  what  an  extent  industrial  progress  depends 
upon  an  ever-widening  use  of  fixed  real  capital.  The 
greatest  achievements  of  modern  industry  have,  as  a 
rule,  made  quite  extraordinary  demands  upon  the 
embodiment  of  capital  in  fixed  installations,  buildings, 
etc.  The  development  still  continues  in  the  same 
direction,  and  will  in  all  probability  continue  to  do  so. 
These  achievements,  moreover,  have  by  no  means  been 
supplied  in  anything  like  the  same  proportion  to  all  men. 
In  this  respect  there  are  still  great  inequalities  between 
the  different  social  classes  and  different  countries.  The 
building  of  more  or  less  satisfactory  houses  for  the  mass 
of  the  people  in  countries  with  cold  climates  will  yet 
make  enormous  demands  upon  the  disposal  of  capital. 
Our  older  European  countries  are  now  fairly  well  pro¬ 
vided  with  great  means  of  transport  and  other  installa¬ 
tions  that  require  a  good  deal  of  fixed  real  capital.  But 
before  all  other  countries — South  America,  Africa,  China, 
etc. — can  have  them  to  the  same  extent,  capital  will  have 
to  be  created  in  a  measure  that  almost  passes  imagination. 

There  is,  therefore,  still  a  very  broad  margin  for  a 
progress  that  will  require  a  very  extensive  use  of  durable 
material  goods.*  The  constantly  increasing  demand  for 
capital- disposal  for  the  purpose  of  utilising  durable  goods 
is  based  upon  this  advance,  and  it  is  therefore  intimately 
connected  with  deep-rooted  characteristics  of  modern 
life. 

How  is  this  demand  to  be  kept  within  the  necessary 

*  As  to  the  forces  that  are  at  work  in  this  direction  and  certain 
antagonistic,  but  decidedly  weaker,  tendencies,  see  further  details  in 
‘I  he  Nature  and  Necessity  of  Interest  (pp.  96-106). 
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limits  ?  By  having  to  pay  a  price-interest  for  the  dis¬ 
posal  of  capital.  The  need  to  pay  interest  at  a  certain 
rate  will  always  cut  off  a  number  of  possibilities  of 
satisfying  human  wants  by  the  use  of  durable  goods. 
The  demand  for  capital- disposal  is  thus  greatly  com¬ 
pressed.  It  has  considerable  elasticity.  There  is,  so 
to  say,  a  fund  of  latent  possibilities  of  useful  applications 
of  capital- disposal  in  the  way  of  utilising  durable  goods. 
As  soon  as  the  rate  of  interest  falls  a  little,  a  certain  part 
of  this  fund  is  set  free;  the  possibilities  in  question  are 
realised.  Any  further  reduction  of  the  rate  sets  free 
to  the  same  extent  an  increasing  amount  of  profitable 
applications  of  capital.  Even  a  slight  reduction  suffices, 
as  a  rule,  to  set  free  possibilities  of  the  profitable  use  of 
durable  goods  to  such  an  extent  that  the  consequent 
demands  for  a  disposal  of  capital  completely  exhaust  the 
supply,  and  so  prevent  any  further  fall  of  the  rate.  A 
further  fall  would  meet  still  stronger  counteracting 
forces.  To  this  fund  of  possible  uses  of  capital  additions 
are  constantly  being  made  by  inventions,  the  opening 
up  of  new  countries,  the  increase  of  population,  and  so 
on.  The  fund  is,  therefore,  thanks  to  progress  in  the 
broadest  sense  of  the  word,  practically  inexhaustible. 

The  rate  of  interest  is,  as  everybody  knows,  by 
no  means  uniform  in  different  parts  of  the  world.  In 
the  older,  politically  and  economically  better- ordered, 
countries  of  Europe  it  is  relatively  low.  In  countries 
of  dubious  political  stability,  such  as  the  Near  and  Far 
East,  or  in  colonies  where  there  is  still  a  frightful  amount 
of  economic  insecurity,  capital  is  often  unobtainable, 
and  is  in  any  case  only  obtainable  on  very  difficult  con¬ 
ditions,  or  at  a  high  rate  of  interest.  Where  this  is  the 
case,  a  far  higher  proportion  of  the  chances  of  a  profitable 
use  of  durable  goods  are  cut  off  and  the  demand  for  the 
command  of  capital  is  very  greatly  compressed.  Every 
reduction  of  the  rate  of  interest  in  such  countries  will, 
therefore,  cause  a  very  considerable  new  demand  for  the 
disposal  of  capital.  With  the  advance  of  civilisation, 
however,  there  is  a  gradual  softening  of  these  pronounced 
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differences  of  the  capital  market  in  different  countries. 
The  movement  has  become  very  remarkable  in  the  present 
century.  But  every  reduction  of  the  rate  of  interest 
on  foreign  markets  means  so  greatly  increased  a  demand 
for  the  control  of  capital  that  the  European  market  is 
bound  to  take  notice  of  it.  The  consequence  is  seen  in  a 
distinct  advance  of  the  European  rate  of  interest,  the 
older  States  of  Europe,  which  were  formerly  the  best 
placed  for  receiving  money,  being  the  most  to  suffer. 
The  pronounced  reaction  of  the  rate  of  European 
State-loans  in  the  period  1900-13  is  certainly,  to  a  great 
extent,  due  to  the  pressure  of  these  circumstances.  This 
is  the  best  evidence  of  the  enormous  extent  of  the  un¬ 
satisfied,  or  not  yet  satisfied,  demand  for  capital- disposal 
on  the  part  of  the  broad  world  outside  the  great  financial 
centres,  and  at  the  same  time  of  the  real  scarcity  of  the 
command  of  capital.  As  the  equalising  movement  to 
which  we  referred  is  only  now  beginning,  we  may  count 
upon  a  continuation  of  it.  But  if  the  capital- demands  of 
the  rest  of  the  world  can  no  longer  be  restricted  by  much 
higher  rates  of  interest  than  those  current  in  Europe, 
we  cannot  expect  any  progressive  reduction  of  these. 

Europe  has  to  some  extent  satisfied  its  need  of  rail¬ 
ways.  We  must  remember,  however,  that  this  was 
generally  (though  by  no  means  always)  done  on  the  condi¬ 
tion  that  the  railways  would  pay  an  interest  of  3^  to  4 
per  cent.  If  capital  for  railways  were  available  at  2  per 
cent.,  we  should  soon  see  what  a  number  of  important 
lines  have  not  yet  been  constructed  !  This  applies, 
also,  of  course,  to  light  railways  and  tramways.  What 
enormous  sums  would  be  asked  for  these  purposes  at 
2  per  cent. !  Moreover,  other  enterprises,  in  which  a  good 
deal  of  capital  is  already  embodied,  such  as  canals, 
harbours,  hydraulic  power  stations,  water,  gas,  and 
electricity  works,  sewage  works,  etc.,  would  make  new  and 
impossible  demands  on  capital.  In  fact,  a  rate  of  interest 
about  half  what  it  now  is  normally  would  have  a  very 
great  influence  on  industry.  It  must  never  be  forgotten 
that  the  whole  of  modern  industry  is  constructed  on  the 
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supposition  that  an  interest  of  at  least  4  per  cent,  has  to 
be  paid.  If  2  per  cent,  could  be  taken  instead,  industry 
would  undoubtedly  enter  upon  lines  of  development 
which  are  at  present  closed,  and  would  make  great 
demands  upon  capital- disposal. 

We  have  only  to  reflect  a  little  on  these  things  to  see 
the  great  force  of  the  demand  for  the  control  of  capital  in 
order  to  utilise  durable  goods,  and  the  enormous  reserves 
of  as  yet  unsatisfied,  but  latent,  demands  behind  those 
that  are  actually  met.  Any  man  who  has  realised  this 
has  obtained  a  certain  insight  into  the  necessity  of  in¬ 
terest.  There  can  be  no  question  of  simply  opening 
the  door  to  all  these  demands.  If  people  had  only 
reflected  a  little  in  this  connection,  no  one  would  ever 
have  ventured  to  speak  seriously  of  a  possible  disappear¬ 
ance  of  interest.  If  the  rate  of  interest  were  zero,  the 
sheer  use  of  durable  goods  would  be  available  for  nothing: 
that  is  to  say,  maintenance  and  renewals  would  have  to  be 
paid  for,  but  the  use  as  such  would  be  a  free  good.  But 
in  virtue  of  the  principle  of  scarcity,  which  is  funda¬ 
mental  to  every  economy,  this  is  only  possible  for  goods 
of  which  there  is  a  surplus. 

If  the  disposal  of  capital  were  to  be  had  free,  and 
there  was  no  need  to  bother  about  economising  with  it, 
there  would  be  no  limit  to  the  demand  for  it.  The 
demand  for  durable  goods  would  rise  indefinitely.  The 
original  costs  of  installation  would  have  to  mean  nothing, 
as  they  would  not  need  to  have  interest  paid  on  them. 
In  such  circumstances  fantastic  enterprises  would  seem 
remunerative,  and  would  require  the  incorporation  of 
enormous  sums.  It  is  clear  that  this  would  put  the 
whole  economy  on  false  lines.  If  unlimited  amounts  of 
productive  forces  could  be  used  for  making  very  durable 
structures,  they  would  have  to  be  withdrawn  to  a  great 
extent  from  the  current  satisfaction  of  wants,  and  the 
community  would  find  itself  reduced  to  a  condition  in 
which  men  would,  with  immense  efforts  and  in  great 
contemporary  privation,  raise  Egyptian  pyramids  for  the 
edification  of  future  ages. 


2 1 8  THE  INTEREST  ON  CAPITAL 

A  reader  with  an  eye  for  the  realities  of  the  economic 
life  may  think  it  superfluous  to  linger  over  so  purely  hypo¬ 
thetical  a  situation.  That  would  be  true  if  a  denial  of 
the  necessity  of  interest  did  not  occupy  so  prominent  a 
position  in  certain  economic  and  social  programs,  and  did 
not  occasionally  find  support  even  on  the  side  of  science. 

So  far  our  explanation  of  the  necessity  of  interest  has 
been  based  entirely  upon  the  principle  of  scarcity.  It  must, 
however,  be  borne  in  mind  that  a  given  aim  of  produc¬ 
tion  can  often  be  attained  by  varying  degrees  of  use  of 
durable  goods :  in  other  words,  that  the  want  of  capital- 
disposal  is  not  entirely  determined  by  the  demand  of 
consumers,  but  depends  to  some  extent  upon  the  choice 
of  ways  of  production.  The  command  of  capital  can, 
in  point  of  fact,  as  was  pointed  out  in  §  21,  in  certain  cases 
and  to  a  certain  extent  be  substituted  for  other  means  of 
production.  We  have  to  study  this  substitution  and 
particularly  the  significance  of  the  rate  of  interest  itself 
in  that  respect.  It  is  only  in  this  way  that  we  can  get  a 
complete  insight  into  the  way  in  which  the  demand  for 
capital- disposal  depends  upon  the  rate  of  interest. 

Capital- disposal  can  be  substituted,  not  only  for 
labour,  but  also  for  the  use  of  the  land  and  the  raw 
materials  of  nature.  When,  for  instance,  the  land  is  so 
dear  that  it  is  cheaper  to  build  an  underground  railway 
than  purchase  land  on  the  surface,  there  is  a  real  substitu¬ 
tion  of  capital- disposal  for  land- disposal.  If  we  suppose 
that  the  annual  cost  of  maintenance  and  renewals  is  the 
same  for  the  two  alternative  lines,  clearly  the  ground  rent 
that  would  have  to  be  paid  for  the  upper  line  is  replaced 
by  the  interest  on  the  extra  capital  needed  for  making 
the  underground  line;  for  the  use  of  the  land  is  sub¬ 
stituted  a  certain  amount  of  capital- disposal.  If,  on 
the  other  hand,  the  underground  line  is  preferred  in  a 
district  where  the  price  of  the  land  is  of  no  consequence, 
because  the  cost  of  traffic  on  this  line  will  be  cheaper  on 
account  of  the  saving  in  coal  and  time,  other  things 
being  equal,  the  choice  of  the  underground  line  means 
a  substitution  of  capital- disposal  for  all  the  factors  of 
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production  which  have  a  part  in  the  extra  cost  of  traffic 
on  the  other  line,  materials,  such  as  coal,  labour  of  the 
staff,  etc. 

To  what  extent  capital-disposal  should  thus  be 
substituted  for  other  factors  of  production  naturally 
depends,  in  the  first  place,  upon  the  price  of  the  capital- 
disposal.  The  lower  the  rate  of  interest  is,  the  better 
the  capital-disposal  is  able  to  displace  rival  factors  of 
production.  In  the  case  already  considered  a  high  rate 
of  interest  will  probably  make  the  underground  line 
impossible,  whereas  a  low  rate  of  interest  may  put  its 
advantages  beyond  question.  As  the  interest  on  the 
installation-capital  represents  the  greater  part  of  the 
annual  cost  of  the  underground  railway,  a  fall  of  the 
rate  by  one-half  will,  of  course,  materially  reduce  this  cost, 
and  so  greatly  increase  the  competitive  power  of  the 
underground  line.  In  many  cases  the  durable  installa¬ 
tion  may  be  carried  out  in  various  degrees  of  solidity. 
What  degree  is  economically  to  be  given  to  the  enterprise 
will  depend  upon  the  rate  of  interest. 

The  modern  economic  life  exhibits  certain  general 
tendencies  which  favour  the  progressive  substitution  of 
capital-disposal  for  other  factors  of  production.  First 
of  these  is  the  progress  of  industry,  which  undoubtedly 
is  for  the  most  part  in  the  direction  of  a  more  extensive 
use  of  fixed  real  capital.  The  greatest  triumphs  of 
industry  in  the  last  century  show  this  character  very 
clearly.  We  have  only  to  think  of  the  railways,  the 
modern  ocean  liners,  the  great  canals  for  world-trade, 
the  latest  developments  in  the  use  of  water-power,  the 
use  of  gas  and  electricity  for  lighting  and  heating,  the 
other  applications  of  electricity,  etc.,  and  the  increasing 
displacement  of  manual  labour  by  more  or  less  automatic 
machinery  which  characterises  the  whole  of  modern 
industry,  to  see  very  clearly  the  overwhelming  significance 
of  this  tendency.  Advances  in  the  opposite  direction, 
such  as,  perhaps,  wireless  telegraphy,  are  clearly  exceptions 
to  the  rule. 

In  the  next  case,  we  have  to  consider  the  general 
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economic  movement  towards  concentration.  The  eco¬ 
nomic  possibility  of  using  durable  means  of  production 
obviously  depends  upon  the  capacity  of  the  producer 
to  use  to  the  full  the  services  of  the  durable  means  of 
production.  This  capacity  is  always  greater  in  a  large 
than  in  a  small  business;  though  small  businesses  may 
improve  their  percentage  of  utilisation  by  co-operation. 
Hence  the  advances  of  large  businesses  and  of  amalgama¬ 
tion  mean  an  increased  use  of  durable  means  of  produc¬ 
tion,  and  therefore  an  increased  demand  for  the  control 
of  capital. 

In  these  economic  efforts  at  concentration  there  is 
undoubtedly  a  tendency  towards  the  more  extensive  use 
of  durable  means  of  production.  On  the  other  hand, 
however,  the  progressive  concentration  in  certain  medium¬ 
sized  businesses  can  improve  the  use  of  the  existing  means 
of  production  (such  as  machinery),  and  so  reduce  the 
relative  demand  for  them.  Other  businesses,  however, 
are  beginning  to  use  machinery,  and  it  is  doubtful  whether 
the  group  of  businesses  that  use  machinery,  but  in¬ 
completely,  will  be  reduced  by  this  movement.  Taking 
production  as  a  whole,  therefore,  the  concentrating 
movement  means  an  increased  demand  for  the  durable 
means  of  production. 

In  the  third  place,  the  attempts  to  organise  credit, 
which  provide  artisans  and  small  farmers  with  capital  to 
buy  machinery,  animals,  etc.,  work  in  the  same  direction. 
There  is  certainly  in  the  occupations  in  question  plenty  of 
room  for  a  remunerative  application  of  fixed  real  capital. 
A  movement  that  promotes  the  exploitation  of  these 
possibilities  must  obviously  lead  also  to  an  increase  of 
the  demand  for  capital-disposal. 

Fourthly,  it  is  a  very  general  fact  that  machines  and 
equipment  that  could  certainly  yield  a  good  return  are 
not  used  simply  because  there  are  certain  difficulties 
about  finding  capital,  or  because  those  who  control  pro¬ 
duction  are  not  sufficiently  attentive  to  the  progress  of 
industrial  science  or  do  not  possess  knowledge  enough  to 
understand  properly  the  technical-economic  conditions  of 
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their  own  business.  It  is  easy  to  see  that  this  “  fric¬ 
tion  ”  of  the  economic  life  is  still  considerable.  We 
must,  however,  suppose  that  it  is  diminishing,  and  that 
the  tendency  of  the  general  development  is  to  use  the 
durable  means  of  production  increasingly  wherever  it 
is  profitable.  To  that  extent  it  is  another  tendency 
strengthening  the  demand  for  capital-disposal. 

To  what  extent  these  tendencies  really  make  them¬ 
selves  felt  in  greater  demands  for  capital-disposal  for  the 
use  of  durable  means  of  production  depends  in  a  certain 
measure  upon  the  rate  of  interest.  An  increase  of  the 
demand  is  generally  met  by  an  increase  in  the  rate. 
However,  in  conjunction  with  the  tendencies  of  con¬ 
sumption  which  we  have  previously  discussed,  these 
tendencies  will  prevent  a  progressive  fall  of  the  rate  of 
interest. 

The  question  whether  a  labour-saving  machine  shall 
be  introduced  into  a  particular  factory  or  not  depends 
in  certain  circumstances  upon  the  rate  of  wage.  A  rise 
of  wages  in  that  business  may  settle  the  question  in  favour 
of  the  machine.  It  is  clear,  however,  that  advances  of 
wages,  within  certain  customary  limits,  have  in  an  in¬ 
dividual  business  much  less  influence  on  the  competition 
of  machinery  than  the  factors  given  here.  An  enlarge¬ 
ment  of  the  business  such  as  occurs  daily,  for  instance, 
has  much  more  influence  in  this  respect.  And  what 
applies  to  wage-movements  in  this  connection  must 
generally  apply  also  to  the  ordinary  fluctuations  of  the 
rate  of  interest.  Hence  the  competition  of  machinery 
and  manual  labour  cannot  simply  be  treated  as  a  pricing 
problem  to  be  solved  according  to  the  principle  of  sub¬ 
stitution.  What  we  have  said  applies,  of  course,  still 
more  to  the  general  problem  of  the  substitution  of 
capital-disposal  for  other  factors  of  production.  The 
conditions  of  competition  of  the  great  transport  businesses 
and  other  large  installations  of  modern  industry  are  by 
no  means  entirely  to  be  considered  a  question  of  the 
relative  cost  of  different  methods  of  production. 

If  any  one  dreams  of  being  able  to  deal  with  the 
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whole  theory  of  interest  from  the  special  point  of  view 
of  the  principle  of  substitution — if  he  finds  an  exhaustive 
solution  of  the  problem  of  interest  in  the  cheap  formula 
that  the  interest  is  equal  to  the  marginal  productivity 
of  the  capital- disposal  in  competition  with  other  factors 
of  production — he  overlooks  entirely  the  fundamental 
importance  of  the  principle  of  scarcity  in  connection 
with  the  problem  of  interest  and  everv  other  pricing 
problem.  The  general  explanation  of  interest  must 
always  be  sought  in  the  relative  scarcity  of  the  available 
capital-disposal  in  proportion  to  the  demand  for  it. 
The  principle  of  substitution  has  a  subordinate  position. 
It  means  only  that  this  demand  is  not  wholly  determined 
by  the  requirements  of  consumers,  but  is  to  a  certain 
extent  influenced  also  by  the  conditions  of  production. 

Up  to  the  present  we  have  only  considered  the  want  of 
capital-disposal  for  the  utilisation  of  durable  goods.  But 
capital- disposal  is,  as  we  have  seen,  also  required  because 
production  in  the  narrower  sense  of  the  word  takes  time. 
The  capital  thus  required  corresponds  to  the  circulating 
real  capital  of  the  economy.  As  regards  the  durable 
goods,  we  in  this  connection  reckon  production  only  as 
far  as  the  completion  of  the  durable  good,  and  do  not 
include  the  utilisation  of  it.  The  amount  of  the  capital- 
disposal  required  for  production  then  depends  essentially 
upon  the  extension  in  time  of  the  productive  process. 

The  demand  for  capital-disposal  thus  determined  is, 
of  course,  added  to  the  demand  (for  the  utilisation  of 
durable  goods)  which  we  have  considered,  but  is  very 
much  smaller  than  this.  This  gives  the  total  demand  for 
the  disposal  of  capital. 

What  factors  determine  the  demand  for  capital- 
disposal  for  production  in  the  narrower  sense  ?  What 
are  the  tendencies  that  make  themselves  felt  in  regard 
to  this  demand  ?  In  this  respect  we  must  observe,  first, 
that  the  rate  of  interest  itself  is  probably  in  most  cases 
of  secondary  importance  in  fixing  the  duration  of  the 
productive  process.  It  is  only  to  be  assumed  in 
exceptional  cases  that  a  reduction  of  the  rate  of 
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interest  would  lead  to  a  lengthening  of  the  productive 
process. 

Quite  apart  from  the  actual  rate  of  interest,  however, 
the  modern  economy  has  a  distinct  tendency  to  shorten 
the  process  of  production  as  far  as  possible.  In  this 
there  is,  of  course,  a  wish  to  save  interest  on  the  circulat¬ 
ing  real  capital,  but  it  is  not  the  only,  and  perhaps  not 
the  chief,  motive.  This  point  of  view  is  of  real  import¬ 
ance  in  the  building  trade,  in  which  a  particularly  large 
amount  of  capital  is  tied  up  until  the  house  is  finished. 
Private  builders  therefore  try  to  cut  the  time  as  short 
as  possible.  In  public  enterprise  of  this  class  the  fact 
has  not  been  sufficiently  realised  that  the  actual  cost  of 
building  includes  the  interest  that  runs  during  the  time 
of  construction.  It  is  customary  merely  to  sum  up  the 
payments  made  at  various  times,  and  this,  naturally, 
easily  lends  to  an  uneconomical  lengthening  of  the  time 
of  construction. 

The  chief  impulse  in  the  modern  movement  for 
shortening  the  period  of  production  is,  however,  the 
desire  to  utilise  as  fully  as  possible  the  means  of  pro¬ 
duction  employed  in  the  productive  process.  Railway 
directors  run  their  goods  trains  more  rapidly  only  in 
order  to  keep  the  line  free  for  other  trains.  Loading  and 
unloading  at  the  docks  are  speeded  up  as  far  as  possible 
with  the  most  modern  machinery  mainly  in  order  to 
make  as  much  profit  as  possible  out  of  the  ships’  time. 
We  find  everywhere  in  the  factory  and  transport  worlds 
this  attempt  to  make  human  labour  as  effective  as  possible 
by  speeding  up  production.  In  many  cases  there  are 
other  special  motives  for  shortening  the  process  of  pro¬ 
duction.* 

It  is  obvious  that  shortening  the  productive  process 
means  of  itself  a  reduction  of  the  need  of  capital- disposal 
for  the  purpose  of  production.  But,  from  the  nature  of 
the  case,  this  tendency  is  very  restricted.  The  pos¬ 
sibilities  of  such  production  are  in  many  trades  already 

*  For  further  details  as  to  this  tendency  to  shorten  production  see 
The  Nature  and  Necessity  of  Interest  (pp.  125-7). 
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almost  exploited  to  the  limit.  For  the  increase  of  the 
demand  for  capital-disposal  for  the  utilisation  of  durable 
goods,  on  the  other  hand,  we  can  see  no  other  limits 
than  those  fixed  by  the  need  to  pay  interest.  Since, 
moreover,  the  demand  for  the  purpose  of  production  is 
a  relatively  small  part  of  the  total  demand,  the  tendency 
to  a  rise  must,  on  the  whole,  greatly  predominate. 

This  describes  the  demand  sufficiently  for  our  pur¬ 
pose.  It  has  such  force  that  it  can  only  be  restrained 
within  the  requisite  limits  by  putting  a  price  on  the  dis¬ 
posal  of  capital.  Every  reduction  of  this  price  has  a 
tendency  to  set  free  reserves  of  the  demand,  and  this 
prevents  a  further  fall  of  the  price.  This  is  the  general 
fact  which  determines  the  price  of  capital- disposal,  or 
the  interest,  on  the  side  of  the  demand. 

§  24.  The  Supply  of  the  Disposal  of  Capital. 

The  capital  available  in  the  economy  can  only  be 
augmented  by  saving.  The  nature  of  this  saving  has 
already  been  described  (§§  6  and  22).  The  total  income 
of  the  economy  is  divided  into  two  parts.  One  is  con¬ 
sumed — that  is,  real  income  is  bought  with  it,  and  this 
passes  into  consumption.  The  other  part  is  “  saved.” 
This  part  is,  however,  used  directly  for  the  purchase  of 
real  capital,  and  so  it  forms  the  new  supply  of  capital- 
disposal. 

The  sum  of  the  savings  of  individuals  is,  as  a  rule, 
larger  than  this  saved  part,  in  the  objective  sense,  of  the 
total  social  income.  Certain  persons  use  in  a  given  period 
an  amount  that  exceeds  their  income  for  that  time.  This 
conduct — “overconsumption,”  we  may  call  it  —  is  the 
opposite  of  saving.  It  is  possible  from  the  individual’s 
standpoint  partly  by  the  consumption  of  one’s  own  capital, 
partly  by  loans,  which  must  be  repaid  out  of  further 
income.  In  the  first  case  part  of  the  capital  is  exchanged 
for  the  saved  income  of  other  individuals,  and  this  income 
is  what  is  really  consumed.  In  the  second  case  the  income 
is  obtained  by  a  promise  of  future  payment.  Any  such 
consumption  beyond  one’s  income  must  be  deducted 
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from  the  savings  of  that  period;  the  remainder  alone 
represents  the  net  sum  of  the  savings  of  the  economy  in 
the  period,  or  the  real  increase  of  the  capital-disposal 
available  for  acquiring  real  capital.  These  net  savings 
are  in  the  objective  sense  the  savings  of  the  economy  as  a 
whole,  and  they  therefore  represent  the  increase  of  its  real 
capital  in  the  period.  In  the  preceding  section,  where 
we  considered  the  demand  for  capital-disposal,  we  took 
account  only  of  that  demand  which  comes  from  the 
productive  process  in  the  broader  sense.  Now  that  we 
have  to  study  the  supply,  we  must,  consistently,  consider 
this  only  in  so  far  as  it  is  to  the  advantage  of  the 
productive  process  in  the  same  broad  sense:  that  is  to 
say,  in  so  far  as  it  is  put  at  the  disposal  of  the  owners  of 
real  capital.  By  “  supply  of  capital-disposal,”  therefore, 
we  understand  the  sum  of  the  net  savings.  In  studying 
the  factors  which  determine  the  supply  of  it,  this  fact 
must  be  kept  in  mind;  and  the  determining  factors  of 
overconsumption  also  must  be  taken  into  account. 

In  the  First  Book  we  took  for  granted  the  quantities 
of  the  available  elementary  means  of  production,  as 
given  factors  of  the  pricing  problem.  As  in  the  present 
Book,  in  which  we  inquire  into  the  pricing  of  the  factors 
of  production,  we  drop  this  assumption,  and  we  include 
in  the  sphere  of  our  inquiry  the  effect  of  the  prices  of 
these  factors  of  production  upon  the  demand  for  them,  we 
at  once  face  the  question  what  significance  the  rate  of 
interest  has  for  the  supply  of  capital-disposal.  We  shall, 
therefore,  have  to  study  thoroughly,  not  only  the  in¬ 
dependent  factors — external  from  the  point  of  view  of 
pricing — which  determine  the  degree  of  saving,  but 
particularly  the  influence  of  the  price  of  capital-disposal 
(the  rate  of  interest)  upon  these  factors,  and  consequently 
upon  the  degree  of  saving. 

We  ascertain  the  external  factors  best  by  analysing 
the  impulses  which  govern  saving  or  its  antithesis,  over¬ 
consumption.  We  must  first  observe  that  overconsump¬ 
tion  and  saving  are  often  only  two  sides — more  accurately, 
two  stages — of  a  single  plan  of  economy.  This  is  the 
1  *5 
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case  when  a  man  puts  aside  part  of  an  unusually  good 
income  with  the  intention  of  helping  out  his  income 
in  poorer  years  to  come;  or,  vice  versa ,  when  a  man  who 
has  not  accumulated  this  sort  of  insurance  fund  has  to 
borrow  money  in  a  bad  year  which  he  will  gradually 
repay  in  better  years.  It  is  also  the  case  when  a  young 
father  of  a  family  withdraws  a  little  from  his  income  in 
order  to  pay  the  cost  of  educating  his  children  later; 
or,  conversely,  when  a  youth  borrows  money  for  his 
studies,  and  intends  to  pay  it  back  when  he  has  secured 
a  good  position.  The  relation  between  need  and  means 
to  cover  it  differs  a  good  deal  at  different  periods  of  the 
individual’s  life.  This  inequality  of  means  can,  however, 
be  overcome  by  a  proper  arrangement  of  saving  and  over¬ 
consumption.  Which  of  these  is  to  go  first  in  point  of 
time  must  depend  upon  circumstances.  If  saving  comes 
first,  a  certain  control  of  capital  is  put  on  the  market  for 
some  length  of  time.  If  overconsumption  is  first,  a 
certain  control  of  capital  is  required  for  some  length  of 
time. 

A  combination  of  saving  and  subsequent  consumption 
of  savings,  which  plays  a  considerable  part  in  practical 
life,  is  represented  by  the  reserves  which  are  set  aside 
very  commonly  in  the  modern  world  to  secure  a  pension: 
either  a  pension  for  the  saver  himself  at  a  certain  age, 
or  in  case  of  illness,  or  a  sum  to  be  left  to  his  dependents. 
Most  employees  now  contribute,  voluntarily  or  com¬ 
pulsorily,  to  insurance-funds.  A  good  deal  of  our  life- 
insurance  is  of  the  same  character.  The  whole  modern 
social  insurance  is  a  compulsory  saving  from  relatively 
good  incomes  to  cover  wants  in  time  of  need.  The 
converse  economic  tendency — consumption  beyond  one’s 
income  to  be  paid  for  later — is,  however,  not  without  its 
representatives.  We  are  not  thinking  merely  of  the 
light-hearted  spending  of  borrowed  money  by  youths 
with  good  expectations.  The  education  of  the  young 
is  a  general  and  quite  justified  overconsumption,  which 
will  be  paid  for  later  out  of  savings.  The  States  which 
borrow  money  for  current  purposes  are  representatives 
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of  overconsumption  on  the  large  scale.  It  might  be 
thought  that  States  might  incur  the  same  expenditure 
by  raising  taxation,  but  this  is  often  very  doubtful.  If 
there  were  no  loans  to  be  had,  the  expenditure  of  the 
State  would  be  greatly  curtailed;  or,  at  all  events,  the 
expenditure  of  its  people,  burdened  with  heavy  taxes, 
would  be  smaller.  Hence  covering  current  expenses  by 
raising  State-loans  certainly  increases  consumption,  and 
consequently  reduces  the  savings  of  the  community.  It 
has,  therefore,  just  the  same  effect  as  overconsumption 
on  the  part  of  an  individual.  The  repayment  of  these 
State-loans  naturally  curtails  the  consumptive  powers  of 
the  taxpayers,  but  at  the  same  time  it  releases  resources 
for  the  formation  of  new  capital. 

The  most  general  reason  for  saving  is  undoubtedly 
the  feeling  that  it  is  necessary  to  provide  for  one’s  future. 
It  must,  therefore,  seem  very  desirable  in  the  purely 
consumptive  economy  to  set  aside,  for  times  when  the 
income  is  bad,  means  to  cover  the  ordinary,  or  at  least 
the  most  urgent,  wants.  We  have  to  look  to,  not  only 
the  general  insecurity  of  the  economic  life,  but  to  old 
age  and,  to  a  certain  extent,  to  those  we  leave  behind. 
But  this  eagerness  to  save,  in  order  to  provide  for  the 
future,  is  necessarily  restricted.  An  increase  in  saving 
in  the  modern  community,  on  the  ground  of  a  better 
provision  for  the  future,  can  only  be  expected  in  so  far 
as  the  saving  habits  of  the  upper  classes  spread  into  the 
lower.  This  will  certainly  be  a  very  slow  process.  For 
a  long  time  yet,  probably,  every  increase  of  the  income 
of  the  lower  classes  will  be  used  for  the  most  part  in  an 
improvement  of  their  condition. 

Besides  this  purely  personal  concern  about  the  future, 
which  leads  the  consumptive  economy  to  save,  there  is 
a  concern  for  the  development  of  the  productive  in¬ 
dustry,  the  enterprise;  and  this  leads  to  setting  aside 
quite  a  large  part  of  the  returns  in  favour  of  the  business. 
These  sums  are  primarily  intended  as  reserves  against 
unforeseen  accidents,  but  they  also  serve  to  a  great  extent 
to  promote  and  economically  strengthen  the  business. 
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In  both  cases  they  are  generally  used  as  capital  in  the 
business  in  question;  though  sometimes,  for  greater 
security,  the  reserves  are  invested  or  deposited  in  banks. 
The  formation  of  capital  in  this  way  is  an  economic 
necessity  in  modern  conditions.  In  the  competition 
of  employers  the  man  who  cannot  take  his  part  in  the 
advance  movement,  which  requires  more  and  more 
capital,  must  go  under.  And  to  augment  the  capital 
the  returns  of  the  business  must  often  be  used  primarily. 
Only  in  so  far  as  this  is  done  will  it  be  possible  to  attract 
further  outside  capital.  That  occasional  profits,  or  the 
extra  profits  of  very  good  years,  should  not  be  consumed, 
but  reserved  in  the  business,  is  a  platitude  in  sound 
business  circles.  We  see  this  best  in  well-managed 
limited  companies.  In  these  it  is  the  custom  to  create 
funds  for  equalising  the  dividend,  and,  as  long  as  they 
belong  to  the  company,  they  naturally  strengthen  the 
business. 

This  building  up  of  capital  in  the  productive  trades 
is  a  most  important  element  of  the  provision  of  capital 
in  the  modern  community.  It  is,  of  course,  not  restricted 
in  the  same  way  as  the  private  formation  of  capital  to 
which  we  referred.  But  as  it  is  due  to  the  needs  of 
production,  and  is  directly  taken  up  by  production,  there 
is  no  reason  to  fear  that  it  could  be  carried  so  far  that  the 
capital-disposal  thus  created  would  not  find  a  customer. 

Finally,  there  is  a  formation  of  capital  for  which  it  is 
hardly  possible  to  assign  any  concern  about  the  future 
as  motive.  It  cannot  be  said  of  the  leading  capitalists 
who  satisfy  all  their  wants  of  any  consequence,  and  have  a 
capital  the  returns  on  which  guarantee  this  satisfaction 
of  wants  for  all  time  to  them  and  their  families,  yet 
constantly  set  aside  large  sums  to  increase  their  wealth, 
that  they  save  out  of  concern  about  the  future.  In 
these  cases  there  must  be  some  other  motive.  It  is 
the  economic  interest  of  the  capitalist  to  increase  his 
wealth,  and  this  in  time  becomes  an  end  in  itself.  The 
motives  that  are  at  work  are  numerous.  The  senseless 
cupidity  that  in  time  finds  its  sole  pleasure  in  content 
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plating  the  growth  of  its  wealth,  and  may  very  well  be 
described  as  an  abnormal  sluggishness  of  spirit  and  a 
pathological  impoverishment  of  the  emotional  life,  is 
certainly  not  the  sole  explanation.  The  desire  of  splen¬ 
dour  and  of  the  higher  position  in  society  which  the 
possession  of  great  wealth  assures,  the  stimulation  of 
jealousy  of  other  men,  the  healthy  joy  of  the  strong  man 
in  successful  work  as  such,  in  ruling  large  masses,  in 
influence  especially — these  are  all  factors  that  have  to  be 
taken  into  account. 

This  craving  to  increase  one’s  wealth  is  insatiable,  as 
no  wealth  is  great  enough  to  satisfy  it.  But  the  building 
up  of  capital  in  this  way  is  restricted  in  other  directions: 
first  by  the  income  of  the  relevant  classes,  and  secondly 
by  their  consumption.  The  increasing  luxury  of  the  rich 
makes  their  life  dearer  and  dearer,  and  it  proportionately 
lessens  their  chances  of  saving.  Still,  the  degree  of  saving, 
the  ratio  of  savings  and  total  income,  will  be  considerably 
higher  in  the  wealthy  classes  than  in  the  others;  and  the 
absolute  amount  of  their  savings  will  always  form  a  very 
important  part  of  the  total  formation  of  capital  in  the 
community.  Hence  the  building  up  of  capital  as  a  whole 
depends  in  a  measure  upon  the  distribution  of  income  in 
the  community.  A  more  democratic  distribution  would 
materially  lower  the  degree  of  saving  of  the  community. 
Particularly  would  this  be  the  case  if  the  increase  of 
income  were  predominantly  on  the  side  of  the  working 
class.  The  recent  development  of  taxation  of  incomes 
and  wealth  in  the  direction  of  more  and  more  pronounced 
graduation  undoubtedly  means  a  very  considerable  decay 
of  the  formation  of  capital  in  modern  life. 

What  we  have  said  shows  that  at  all  events  there  is 
no  reason  to  assume  a  steadily  increasing  amount  of 
savings  in  proportion  to  income  in  a  modern  community. 
The  fairly  common  view,  even  found  in  scientific  litera¬ 
ture,  that  the  formation  of  capital  in  modern  life  is  so 
great  that  sooner  or  later  it  is  sure  to  exceed  the  demand, 
is  not  supported  by  a  careful  analysis  of  the  actual  facts. 
Absolutely,  of  course,  the  annual  formation  of  capital 
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increases;  but,  in  all  probability,  not  more  quickly  than 
income,  and  therefore  not  more  quickly  than  production 
and  the  demands  which  it  makes  upon  the  disposal  of 
capital. 

If  we  ask  what  influence  the  rate  of  interest  has  on  the 
formation  of  capital,  we  find  that  as  a  rule  it  is  assumed 
a  priori  that  saving  is  a  sacrifice  that  must  be  paid  for  at 
a  certain  price  so  that  it  will  be  done  to  a  certain  extent, 
and  that  the  supply  of  this  sacrifice — the  building  up  of 
capital — always  increases  with  the  price  (the  rate  of 
interest)  paid  for  it;  and  that,  conversely,  every  fall  of 
the  rate  of  interest  must  lessen  the  formation  of  capital. 
On  the  whole,  perhaps,  this  assumption  is  in  harmony, 
approximately,  with  the  facts.  More  careful  considera¬ 
tion  of  the  question,  however,  shows  that  the  effects  of 
fluctuations  in  the  rate  of  interest  are  not  always  the  same; 
that  a  fall  of  the  rate,  if  it  keeps  within  the  ordinary  limits 
of  fluctuation,  may  influence  the  formation  of  capital 
in  opposite  directions  according  to  the  circumstances. 

The  usual  saver  with  a  middle-class  income  who  is 
anxious  to  build  up  a  capital  in  order  to  live  on  the  returns 
of  it  has  to  get  together,  at  a  low  rate  of  interest,  a  large 
capital  to  secure  a  certain  annual  return.  Hence  it  is 
possible  that  a  fall  of  the  rate  may  stimulate  him  to  greater 
exertions  and  cause  him  to  build  up  more  capital.  It  is 
also  possible,  however,  that  the  amount  which  the  saver 
is  prepared  to  put  by  is  tolerably  fixed,  and  that,  if  the 
rate  is  low,  he  will  have  to  be  content  with  a  lower 
annual  return  in  the  future.  We  must  also  remember 
that  a  saver  who  might  get  together  at  a  higher  rate  of 
interest  a  capital  the  return  on  which  might  be  enough 
to  meet  his  year’s  requirements,  may  not  be  able  to 
continue  this  at  a  lower  rate  of  interest,  but  has  to  choose 
the  easier  way  of  providing  for  his  future — buy  an  in¬ 
surance  pension.  Such  a  change  is  not  good  for  the  capital 
market,  and,  if  it  occurs  on  a  large  scale,  it  must  in  the 
course  of  time  greatly  reduce  the  supply  of  capital- 
disposal.  That  occasional  large  profits  are  not  consumed 
there  and  then,  but  added  to  one’s  wealth,  is  a  pheno- 
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menon  on  which  the  rate  of  interest  ought  not  to  have 
much  influence.  The  same  must  be  said  of  an  occasional 
need  to  use  up  a  part  of  one’s  wealth.  Nor  should  the 
rate  of  interest  have  an y  particular  influence  on  the 
reserves  against  unforeseen  accidents  and  the  consumption 
of  capital  in  such  cases.  On  the  other  hand,  we  ought, 
perhaps  to  assume  that  a  high  rate  of  interest  rather  checks 
the  anticipatory  use  of  an  income  expected  in  the  future, 
while  a  low  rate  of  interest  makes  one  think  less  of  such 
use.  Even  ministers  of  finance  could  hardly  escape  that 
influence. 

As  regards  the  building  up  of  capital  in  productive 
businesses,  a  fall  of  the  rate  of  interest  should  not  have  a 
consistent  effect.  But  as  such  businesses  are  generally 
large  debtors,  a  lower  rate  means  a  larger  profit  to  them, 
and  therefore  an  opportunity  to  build  up  further  capital. 
Such  opportunities  have  a  not  inconsiderable  place  in  the 
formation  of  capital  in  a  modern  economy.  We  must 
assume  on  the  other  hand,  however,  that  a  fall  in  the  rate 
prejudices  the  building  up  of  capital  by  the  big  capitalists, 
as  it  reduces  their  income.  A  low  rate  does  not  at  once 
have  its  full  effect  on  the  income  of  the  capitalists.  Most 
of  their  actual  income  consists  of  fixed  returns  (State- 
bonds,  ground  rents,  etc.)  and  of  dividends  that  are 
largely  of  the  same  nature.  To  some  extent,  however, 
the  income  of  capitalists  consists  of  interest  on  a  capital 
that  is  invested  over  and  over  again,  and  it  must  therefore 
fall  proportionally  with  the  rate.  This  is  mostly  the 
case  with  the  income  from  the  newly  formed  capital. 
Gradually,  therefore,  a  prolonged  fall  of  the  rate  of 
interest  must  have  an  effective  influence  on  the  building 
up  of  capital  by  the  capitalist  class.  Small  capitalists, 
who  consume  the  whole  of  their  income,  are  merely 
compelled  to  cut  down  their  consumption  when  the  rate 
of  interest  falls. 

If  we  try  to  form  some  idea  of  the  consequences  of 
these  different  effects  of  a  fall  of  the  rate,  we  conclude 
that,  as  long  as  the  rate  merely  fluctuates  within  its 
ordinary  limits,  the  effect  of  its  changes  on  the  building 
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up  of  capital  as  a  whole  should  not  be  very  pronounced; 
though  we  may  assume  that  a  permanently  low  rate  on  the 
whole  rather  restricts  the  formation  of  capital. 

From  this  we  see  how  right  it  is  to  regard  the  supply 
of  capital-disposal  as  a  given  quantity  in  a  preliminary 
survey  of  the  general  problem  of  pricing,  and  trace 
interest  primarily  to  the  need  to  check  the  demand. 
In  a  modern  country  with  perfect  legal  security  and 
advanced  methods  of  business  the  actual  fluctuations  of 
the  rate  of  interest  are  so  predominantly  determined  by 
the  demand  for  capital-disposal  that  the  influence  of 
any  change  in  the  supply  is  of  subsidiary  importance, 
and  it  need  only  be  taken  into  account  in  the  second  place 
— in  a  special  and  detailed  analysis.  Even  if  the  depen¬ 
dence  of  the  supply  of  capital-disposal  could  be  regarded 
as  an  absolutely  established  fact,  it  is  not  of  primary 
importance  in  connection  with  the  explanation  of  the 
mechanism  of  pricing.  The  pricing  would  be  explained 
all  the  same,  and  substantially  within  the  same  lines  and 
with  the  same  quantitative  result,  if  there  were  no  such 
dependence,  but  the  supply  of  capital-disposal  were  a 
given  quantity  of  the  problem,  independent  of  the  or¬ 
dinary  fluctuations  of  the  rate  of  interest.* 

This  relative  independence  of  the  formation  of  capital 
in  regard  to  the  rate  of  interest  holds  good,  as  we  said, 
as  long  as  the  rate  fluctuates  within  the  ordinary  limits 
of  the  actual  economic  life.  It  is  quite  otherwise  if  the 
rate  were  to  fall  much  below  the  usual  minimum — say, 
much  below  3  per  cent.  A  careful  analysis  of  this 
contingency  is  very  important  in  connection  with  the 
theory  of  interest.  If  it  is  the  object  of  the  theory,  not 
only  to  explain  the  actual  movements  of  the  rate,  but  also 
to  inquire  why,  and  to  what  extent,  interest  is  a  necessary 
phenomenon  of  the  economic  life,  it  must  answer  the 
question,  what  would  be  the  consequences  if  the  rate  of 
interest  fell  below  its  usual  level  and  approached  zero. 
It  is  only  in  this  way  that  we  can  learn  why  the  rate  of 

*  Cf.  Marshall,  Principles,  Book  V.,  ch.  iii.,  §  2;  and  Book  VI.,  ch.ii., 
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interest  remains  about  the  actual  and  arithmetically  deter¬ 
mined  level — say,  between  3  and  5  per  cent. — and  it  is 
only  by  answering  this  question,  not  by  loose  qualitative 
reflections  on  the  nature  of  interest,  that  we  get  a  complete 
theory  of  interest. 

A  fall  of  the  rate  much  below  the  hitherto  customary 
lower  limit  would  lead  to  a  general  consumption  of 
savings.  Further,  provision  for  the  future  would,  to  a 
greater  extent  than  before,  take  the  shape  of  buying 
annuities  instead  of  building  up  capital  with  a  proportion¬ 
ate  annual  return.  Since,  however,  these  consequences 
may  be  regarded  from  the  point  of  view  of  a  consumption 
of  savings,  we  may  be  content  with  an  analysis  of  the 
influence  of  the  rate  of  interest  on  the  consumption  of 
capital.  We  shall  find  that  the  effects  of  a  fall  of  the  rate 
from  the  level  we  indicated  are  bound  to  be  serious 
for  the  capital  market. 

Let  us  take  a  capitalist  who  lives  entirely  on  the 
interest  of  his  capital.  If  he  has  .£100,000,  and  has  up 
to  that  time  had  4  per  cent,  on  it,  or  .£4,000,  and  has 
adjusted  his  standard  of  living  to  that  income,  he  will 
probably,  when  the  rate  falls  to  3!  per  cent.,  cut  off 
some  of  his  ordinary  expenditure  and  restrict  his  budget 
to  the  still  respectable  figure  of  .£3,500.  He  would, 
perhaps,  think  it  possible  to  economise  further,  if  the 
rate  fell  to  3  per  cent.  But  if  we  suppose  that  the 
rate  fell  to  \  per  cent.,  our  capitalist  would  regard  the 
reduction  of  his  annual  income  as  intolerable,  and  he 
would  prefer  to  consume  his  capital  gradually  rather 
than  live  on  .£500  a  year-  If  he  reckons  that  he  still  has 
twenty-five  years  to  live,  he  can  in  this  way  enjoy  his 
original  income  of  ^4,000.  If  he  wants  to  provide  for 
his  children,  he  will,  perhaps,  find  a  period  of  fifty  years 
sufficient,  and  consume  his  income  in  that  period,  at  the 
rate  of  -s\y  a  year.  That  will  give  him  a  yearly  income — 
not  counting  interest — of  £ 2,000 . 

This  simple  example  shows  us  the  basis  of  the  question, 
whether  a  man  who  lives  on  interest,  and  consumes  the 
whole  of  it,  will  also  consume  his  capital  if  the  rate  of 
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interest  falls.  The  decisive  point  is,  clearly,  the  relative 
increase  of  income  that  he  gets  by  choosing  the  latter 
method.  This  proportion  of  increase  obviously  becomes 
very  much  larger  when  the  rate  of  interest  falls  below 
its  usual  level.  It  also  depends  materially  on  the  length 
of  the  period  during  which  his  capital  must  last.  The 
shorter  the  period,  the  more  he  gets  by  consuming  his 
capital.  That  is  the  reason  why,  at  the  actual  rate  of 
interest,  a  good  deal  of  capital  is  consumed  by  the  pur¬ 
chase  of  annuities  by  elderly  people  of  small  means. 
They  get  a  considerable  increase  of  income  by  consuming 
their  capital. 

This  relative  increase  of  income  by  consuming  capital 
thus  varies  with  the  rate  of  interest  and  with  the  length 
of  the  period  of  consumption.*  Whether  the  capital  is 
consumed  also  depends,  to  some  extent,  upon  the  absolute 
amount  of  the  annual  income  that  can  be  got  by  simple 
interest  on  capital.  Very  rich  people  could  probably  sus¬ 
tain  a  low  rate  of  interest  longer  without  drawing  upon 
their  capital.  We  see  to-day  that  annuities  are  generally 
chosen  by  people  of  relatively  small  means.  But  if  the  rate 
falls  sufficiently,  the  returns  must  greatly  inconvenience 
even  the  large  capitalists,  and  they  will  regard  the  consump¬ 
tion  of  their  capital  as  the  only  way  out  of  the  difficulty. 

A  general  spread  of  the  custom  of  using  up  capital 
in  this  way  would  clearly  reduce  the  supply  of  capital- 
disposal  so  much  that  any  further  fall  in  the  rate  of  interest 
would  be  prevented  by  the  acute  stringency  of  capital. 
The  reaction  would  be  felt  most  severely  if  the  rate  fell 
to  such  a  level  that  the  great  majority  of  capitalists  would 
be  able  by  consuming  their  capital  to  more  than  double 
t  their  annual  income. 

Every  prolongation  of  the  period  of  consumption  is, 
of  course,  a  counteracting  element  to  the  consumption  of 
capital.  If  the  average  length  of  human  life  were  greatly 
increased,  the  rate  of  interest  could  fall  much  lower  than 
is  possible  on  the  actual  average  length.  If  we  imagine 

•  For  certain  calculations  in  connection  with  this,  see  The  Nature  and 
Necessity  of  Interest,  p.  148  and  foil. 
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men  living  hundreds  of  years,  there  would  be  no  question 
of  any  extensive  consumption  of  capital  until  the  rate 
fell  to  a  fraction  of  1  per  cent.  From  this  point  of  view 
there  would  be  nothing  to  prevent  a  reckoning  of  interest 
in  so  much  per  mille  instead  of,  as  now,  so  much  per  cent. 
This  brings  out  very  clearly  how  the  rate  of  interest 
depends  upon  the  duration  of  human  life. 

In  order  to  realise  this  better,  we  must  remember  that 
an  augmentation  of  income  by  the  use  of  capital  is  most 
reasonably  done  by  an  annuity.  The  advantage  of  using 
up  one’s  capital  is  then  greater  than  if,  as  we  did  above, 
we  take  the  period  of  consumption  as  fixed  in  advance. 
The  following  table  shows  the  proportion  of  the  annuity 
that  can  be  bought  at  different  ages  with  a  given  capital 
and  the  perpetual  return  that  one  gets  by  putting  out 
the  capital  at  interest. 

From  this  table  we  see  that  the  advantage  of  using  up 
capital,  which  is  not  great  for  middle-aged  people  when 
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the  rate  of  interest  is  high,  becomes  greater  as  the  rate 
falls,  and  is  a  matter  of  consideration  even  for  younger 
people.  If  we  suppose  that  the  possibility  of  doubling 
one’s  income  by  buying  an  annuity  means  the  consump¬ 
tion  of  capital  to  a  certain  extent,  this  consumption  of 
capital  will  begin  at  60  years  when  the  rate  is  6  per  cent., 
at  50  years  when  the  rate  is  4  per  cent.,  at  40  years  when 
the  rate  is  2|  per  cent.,  at  30  when  the  rate  is  2  per  cent., 
and  at  10 — practically,  for  everybody — when  the  rate  is  i\. 
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Trebling  the  income  will  be  possible  under  60  pears  when 
the  rate  is  3  per  cent.,  at  55  years  when  the  rate  is  2\ 
per  cent.,  at  50  when  the  rate  is  2  per  cent.,  and  at  less 
than  40  when  the  rate  is  1^.  Trebling  one’s  income 
would  undoubtedly  prove  a  very  strong  incentive  to  the 
majority  ol  capitalists  to  use  up  their  capital,  especially 
if  their  ordinary  income  were  reduced  by  a  fall  of  the 
rate  to  a  fraction  of  what  it  had  been. 

At  what  age,  in  modern  conditions,  do  we  find 
the  most  wealth  ?  In  connection  with  this  interesting 
question  we  have  an  instructive  statistical  inquiry  of 
the  Swedish  Ministry  of  Finance  as  regards  hereditary 
wealth.*  Although  the  absolute  figures  in  these  statistics 
are  not  very  reliable,  the  estimates  of  the  relative  distri¬ 
bution  of  wealth  according  to  age  probably  accord  with 
the  facts  as  accurately  as  our  purpose  requires.  It  is 
clear  from  this  material  that  in  the  towns  rather  more 
than  half  the  wealth  is  in  the  hands  of  people  over  sixty, 
and  in  the  country  of  people  over  fifty.  One  can  cal¬ 
culate  approximately  that,  taking  both  together,  people 
over  fifty-five  own  more  than  half  the  wealth.  People 
over  forty  have  not  less  than  89-5  per  cent,  of  the  total 
wealth  in  the  towns  and  72-5  per  cent,  in  the  country. 

From  this  we  may  conclude  that  a  rate  of  interest 
that  offers  people  over  fifty  a  strong  incentive  to  consume 
their  capital  would  greatly  reduce  the  total  supply  of 
capital,  and  that  a  rate  of  interest  that  would  lead  people 
of  forty  to  use  up  their  capital  must  be  a  very  serious 
matter  for  the  conservation  of  the  social  capital.  When 
the  rate  is  2^,  income  can  be  increased  by  the  considerable 
multiple  of  2-7  by  people  of  fifty,  and  3-8  by  people  of 
sixty.  Such  a  rate  would  be  bound  to  lead  to  a  con¬ 
siderable  consumption  of  capital.  When  the  rate  is  1^ 
per  cent,  the  income  even  of  people  of  forty  can  be  more 
than  trebled,  of  people  of  fifty  quadrupled,  and  of  people 
of  sixty  increased  more  than  sixfold;  and  thus  the 
owners  of  the  far  greater  part  of  the  total  wealth  would 
have  a  very  strong,  in  cases  an  irresistible,  incentive  to 

*  Bouppteckninger  efter  avlidna  (Stockholm,  1910). 
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use  up  their  capital.  How  such  a  state  of  things  could 
last  is  a  question  which  we  leave  to  the  prophets  who 
have  contemplated  a  fall  of  the  rate  to  those  levels. 

The  result  of  our  investigation  up  to  the  present  is 
that  the  supply  of  capital-disposal  depends  upon  the  rate 
of  interest,  and  generally  falls  with  it.  Within  the  limits 
of  the  ordinary  fluctuations  of  the  rate  the  dependence  is 
not  very  conspicuous;  but  if  the  rate  were  to  fall  to  2  per 
cent,  or  lower,  the  supply  of  capital-disposal  would  be 
greatly  reduced. 

This  supply  is,  as  we  saw,  equivalent  to  the  differ¬ 
ence  between  saving  and  overconsumption.  At  any  con¬ 
ceivable  rate  of  interest  these  two  opposite  economic 
tendencies  would  make  themselves  felt.  No  rate  is  so 
high  that  it  would  entirely  prevent  overconsumption, 
i.e.,  the  consumption  of  capital  or  of  income.  There  are 
always  cases  in  which  several  hundred  per  cent,  is  willingly 
paid  if  the  satisfaction  of  a  present  want  in  difficult 
circumstances  can  be  purchased  by  a  sacrifice  of  a  future 
want.  On  the  other  hand,  no  rate  is  so  low  as  to  prevent  any 
further  saving.  Even  if  they  had  not  to  count  upon  interest, 
great  numbers  of  people  would  set  aside  part  of  their 
income  for  future  needs;  and  capitalists  would  certainly 
not  consume  the  whole  of  their  capital  as  they  get  it. 

Present  and  future,  therefore,  mean  different  things 
to  different  individuals.  It  is  not  possible  to  put  the 
infinite  variations  in  this  respect  into  a  single  formula, 
as  if  there  were  a  general  underestimate  of  future  wants 
or  future  goods  in  comparison  with  present.  The  actual 
supply  at  any  time  of  capital-disposal  is  determined  by 
the  conduct  of  different  individuals  at  a  given  rate  of 
interest,  and  it  is  the  resultant  of  a  great  diversity  of,  in 
part,  antagonistic  forces.  This  resultant  cannot  be 
given  in  a  general  way.  It  is  essentially  related  to  a 
definite  rate  of  interest,  and  changes  with  it.  Hence  if 
the  supply  of  capital-disposal  is  a  function  of  the  rate  of 
interest,  the  significance  of  this  supply  for  the  rate  of 
interest  can  only  be  in  the  way  in  which  the  supply  reacts 
to  changes  of  the  rate,  and  therefore  only  be  exerted 
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through  that  form  of  the  function  which  represents  the 
dependence  of  the  supply  upon  the  rate  of  interest. 
The  theory  of  interest  requires  some  knowledge  of  the 
general  form  of  this  function,  and  cannot  be  satisfied 
with  a  vague  assurance  that  the  resultant  of  the  many 
different  appreciations  of  future  goods  in  terms  of  present 
goods  is  an  underestimate  of  the  future. 

§  25.  The  Determination  of  the  Rate  of  Interest. 

When  we  conceive  interest  as  the  price  of  capital- 
disposal,  its  position  in  the  general  pricing  process  is  at 
once  clear:  like  any  other  price,  interest  has  the  social- 
economic  function  of  restricting  the  demand,  and  even¬ 
tually  also  of  stimulating  the  supply,  to  such  an  extent 
that  the  demand  can  be  covered  by  the  supply.  The 
object  of  the  theory  of  interest  is  thus  reduced  to  an 
inquiry  into  the  way  in  which  the  demand  or  the  supply 
of  capital-disposal  varies  with  the  rate  of  interest.  This 
inquiry  has  been  made  in  the  last  two  sections.  It  has 
been  shown  that  the  supply  of  capital-disposal  is  re¬ 
latively  fixed  within  the  ordinary  limits  of  the  fluctua¬ 
tions  of  the  rate,  and  is  little  influenced  by  the  rate. 
The  main  object  of  the  rate  of  interest  is,  in  those  circum¬ 
stances,  the  due  limitation  of  the  demand  for  capital- 
disposal:  primarily,  the  restriction  of  the  demand  for 
the  services  of  durable  goods,  secondarily,  to  check  the 
tendency  to  substitute  capital-disposal  for  other  means 
of  production.  The  first  kind  of  limitation  is  directed 
immediately  against  consumption;  the  second  refers  to 
the  choice  of  method  of  production.  The  demand  for 
the  control  of  capital  is  so  great,  as  we  have  seen,  that  it 
can  only  be  sufficiently  checked  by  a  rate  of  interest  at 
the  ordinary  level.  Any  relaxation  of  this  pressure  will 
set  free  a  large  new  demand,  which  cannot  be  satisfied  by 
the  available  amount  of  capital-disposal,  even  if  the  reduc¬ 
tion  of  the  rate  did  not  cause  any  reduction  of  this  amount. 
Here,  in  ordinary  circumstances,  is  the  reason  why  the  rate 
of  interest  cannot  be  lower  than  it  actually  is. 

As  the  problem  of  interest  has  often,  perhaps  generally, 
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been  treated  as  an  ethical  rather  than  an  economic^ 
problem,  the  question  why  capitalists  must  be  paid  has 
been  thrust  into  the  foreground.  The  complaint  has 
been  made  that  the  capitalists  exploit  the  community  in 
claiming  interest  on  their  capital;  or,  at  all  events,  it  has 
been  demanded  of  them  that  they  ought  to  be  satisfied 
with  a  lower  interest.  The  whole  of  these  arguments 
become  meaningless  when  interest  is  treated  as  a  purely 
economic  problem.  It  then  appears  that  the  capitalists 
proper  have  very  little  influence  on  the  actual  amount 
of  the  rate  of  interest.  Within  the  limits  of  the  ordinary 
fluctuations  of  the  rate  capitalists,  on  the  whole,  provide 
about  the  same  amount  of  capital  at  a  low  as  at  a  high 
rate  of  interest.  The  supply  of  capital-disposal  from  this 
side  is  tolerably  passive  in  regard  to  changes  of  the  rate. 
Capitalists  draw  interest  at  the  actual  rate,  not  because 
by  some  means  or  other  they  extort  this  interest,  not 
even  because  they  want  to  do  so,  but  simply  because 
it  is  economically  necessary  to  check  the  demand  for 
capital-disposal,  and  because  this  restriction,  in  accord¬ 
ance  with  the  general  principles  of  pricing  in  the  economy, 
can  only  be  effected  by  putting  a  sufficiently  high  price 
on  the  control  of  capital.  Even  if  we  suppose  that 
savers  would  provide  just  the  same  amount  of  capital- 
disposal  if  they  received  no  interest  at  all,  the  rate  of 
interest  would  not  disappear.  The  restriction  of  the 
available  stock  of  capital-disposal  would  always  make  it 
necessary  to  check  the  demand  by  a  suitable  rate  of 
interest.  Hence  the  existence  of  interest  is  essentially 
independent  of  the  claim  of  capitalists  to  be  paid  interest. 
Another  thing  is  that,  if  the  degree  of  saving  were 
greater,  the  rate  of  interest  would  be  lower.  The 
advocates  of  a  lower  interest  should,  therefore,  logically 
direct  their  zeal,  not  against  the  savers,  but  the  non¬ 
savers,  against  superfluous  consumption  either  in  the 
individual  or  the  national  economy. 

In  times  when  a  considerable  increase  of  population, 
the  opening  up  of  new  regions,  a  keener  demand  for 
better  houses,  trams,  railways,  or  electrical  installations, 
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etc.,  or  new  inventions  which  replace  manual  labour 
by  machinery,  and  make  more  urgent  demands  for  the 
use  of  durable  goods — that  is  to  say,  for  the  disposal  of 
capital — the  rate  of  interest  rises.  There  are  then  many 
complaints  that  the  banks  repress  the  spirit  of  enterprise 
by  their  high  rate  of  interest  and  hinder  economic 
development.  Social  politicians  lament  that  the  heavy 
interest-demands  of  the  capitalists  thwart  their  efforts 
for  the  good  of  the  people  (the  housing  of  the  working 
classes,  for  instance).  The  community  finds  itself  greatly 
hampered  in  its  economic  activity,  and  the  public 
denounces  a  policy  of  interest  that  stands  in  the  way 
of  the  realisation  of  its  need  of  new  conveniences,  such 
as  railways  and  other  constructions. 

All  these  complaints  are  born  of  the  wrong  idea 
that  the  supply  of  capital-disposal  has  a  determining 
influence  on  the  rate  of  interest;  they  show  a  defective 
insight  into  the  economic  object  of  interest,  which  is 
to  keep  within  certain  limits  the  entire  economic  activity 
that  makes  demands  for  capital-disposal.  It  is  just  in  such 
periods  that  the  rate  of  interest  has  to  check  the  ardour  of 
employers  and  act  as  a  brake  on  economic  progress.  The 
indispensable  necessity  of  this  price-fixing  comes  from 
the  scarcity  of  the  available  control  of  capital.  Precisely 
because  the  rate  of  interest  always  keeps  the  fluctuating 
demand  for  capital-disposal  adjusted  to  the  limited 
supply,  it  is  the  general  regulator  of  the  up  and  down 
movements  of  the  economic  life.  We  shall  better  realise 
its  far-reaching  importance  in  the  last  Book  of  this  work. 

The  results  of  our  inquiry  into  the  determining 
factors  of  interest  show  how  little  the  usual  idea  of 
interest  as  “  cost,”  in  Marshall’s  sense,  or  as  a  price  that 
must  be  paid  to  indemnify  savers  for  the  sacrifice  of 
“  waiting,”  touches  the  heart  of  the  matter.  In  order 
to  sustain  his  idea  of  the  nature  of  cost,  Marshall  has  to 
lay  a  certain  stress  on  the  assumption  that  a  rise  of  the  rate 
of  interest  has  a  tendency  to  enlarge  the  extent  of  saving.* 
It  is  possible,  perhaps  probable,  that  there  really  is 

•  Book  VI.,  ch.  ii.,  §  4. 


INTEREST  AND  PRICES  241 

such  a  tendency.  But  it  is  by  no  means  necessarily 
the  case.  The  whole  theory  of  pricing,  and,  naturally, 
that  of  distribution  also,  which  is  only  one  side  of  the 
theory  of  pricing,  is  bound  to  remain  the  same  in 
its  essential  features  even  if  the  extent  of  saving  were 
independent  of  the  rate  of  interest.  A  small  and,  in 
any  case,  purely  quantitative  alteration  of  one  factor 
of  the  fixing  of  prices  ought  not  to  influence  our  con¬ 
ception  of  the  nature  of  this  factor  or  our  account  of  the 
entire  mechanism  of  pricing. 

In  the  First  Book  we  took  for  granted  the  quantities 
of  the  different  elementary  means  of  production  that  are 
available  in  each  unit-period.  We  now  drop  this  assump¬ 
tion  as  regards  the  disposal  of  capital.  In  its  place  we 
now  assume  that  the  quantity  of  capital-disposal  avail¬ 
able  in  each  unit-period  is  fixed  as  soon  as  its  price — 
the  interest — is  fixed.  For  the  solution  of  the  general 
pricing  problem  this  assumption  does  not  matter.  In  our 
treatment  of  this  problem  the  prices  of  the  means  of 
production  were  at  first  taken  for  granted,  and  we  then 
found  the  conditions  which  these  prices  must  fulfil  in  a 
state  of  equilibrium.  One  of  these  prices  is  interest. 

In  the  third  and  fourth  chapters  we  were  compelled 
to  assume  that  the  sums  of  money  that  are  available  in 
each  unit-period  for  consumption  or  saving  are  given  with 
the  prices  of  the  means  of  production.  We  could  then 
take  no  account  of  the  special  position  of  interest.  Being 
the  price  of  a  means  of  production,  interest  is  an  element 
in  the  constitution  of  income  as  well  as  in  the  pricing 
of  finished  goods,  and  it  has  in  this  character  the  same 
influence  as  the  prices  of  the  other  means  of  production 
on  the  extent  of  consumption  or  of  saving.  But  interest 
has,  in  addition,  a  specific  influence  on  the  degree  of 
saving,  and,  though  this  influence  is  not  particularly 
visible  at  ordinary  rates,  it  must  have  its  definite  place  in 
our  general  explanation  of  the  mechanism  of  pricing. 
This,  however,  raises  no  new  difficulty,  as  the  explanation 
begins,  in  any  case,  with  an  assumption  of  given  prices 
of  the  elementary  means  of  production. 

1  16 
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Starting  from  this  assumption,  we  take  the  con¬ 
tinuous  formation  of  capital  and  the  percentage  of  progress 
as  known.  This  percentage  in  turn  conditions  the  steady 
rise  of  the  future  demand,  and  consequently  the  demands 
upon  the  existing  means  of  production  in  the  present 
unit-period  which  proceed  from  this  demand.  As  these 
demands  must  be  equal  to  the  available  quantities,  the 
whole  problem  of  pricing  is  settled.  This,  however, 
also  settles  the  progress.  The  whole  direction  of  the 
economy — the  relative  distribution  of  the  economic 
efforts  between  present  and  future,  or,  more  accurately, 
between  the  immediate  and  remote  future — is  thus  seen 
to  be  one  aspect  of  the  great  process  of  pricing  by  means 
of  which  the  exchange  economy  is  kept  in  a  state  of 
equilibrium. 

The  savings  of  the  population  have,  of  course,  the 
decisive  influence  on  this  direction  of  the  economy. 
The  rate  of  progress  is,  in  a  community  based  upon 
private  ownership,  determined  by  the  regard  which  its 
members  show  for  the  future  in  their  private  affairs. 
If  there  is  much  saving,  capital-disposal  is  made  available 
for  a  considerable  increase  of  the  real  capital,  and  the 
demand  for  capital-disposal  need  not  be  checked  by  a 
high  rate  of  interest.  A  community  of  this  sort  makes 
steady  progress.  It  is,  of  course,  the  reverse  when  there 
is  little  saving.  Hence  radical  changes  in  the  degree  of 
saving  would  have  a  very  strong  influence  on  both  the 
rate  of  interest  and  the  pace  of  progress. 

If  saving  were  so  slight  that  the  people,  as  a  whole, 
would  provide  no  new  capital-disposal  even  if  the  interest 
were  high,  the  community  would  be  a  stationary  economy. 
In  that  case,  clearly,  the  demands  for  capital-disposal 
would  have  to  be  severely  checked,  and  for  this  purpose 
a  high  interest  would  be  needed.  In  view  of  the  actual 
possibilities  of  the  profitable  use  of  capital-disposal  for 
the  better  satisfaction  of  wants,  a  stationary  economy  is 
only  possible  at  a  rate  of  interest  which  living  humanity 
would  regard  as  extraordinarily  high. 

Now  that  we  have  shown  the  position  of  interest  in 
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the  pricing  process,  it  is  comparatively  easy  to  run  over 
the  effects  which  various  external  factors  have  upon  it. 

With  the  development  of  civilisation  certain  ten¬ 
dencies  toward  an  increase  of  the  supply  of  capital- 
disposal  make  themselves  felt.  There  is,  in  the  first 
place,  the  increasing  security  of  life  and  property,  which 
has  become  very  complete  with  the  modern  development 
of  States.  It,  naturally,  encourages  provision  for  the 
future.  The  whole  of  our  economic  development, 
moreover,  accentuates  this  provision.  The  durable 
house  and  agriculture  had  the  largest  share  in  first 
educating  men  in  economic  foresight  and  planning. 
The  introduction  of  the  future  into  the  economic  cal¬ 
culations  of  the  present  was  afterwards  further  promoted 
by  the  steadily  increasing  importance  of  durable  goods 
in  the  human  economy.  The  lengthening  of  the  dura¬ 
tion  of  life,  which  we  owe  especially  to  modern  hygiene, 
had  the  same  effect.  The  man  who  can  count  on  living 
another  thirty  years  must  be  much  more  willing  than  the 
man  who  can  only  count  on  ten  or  fifteen  years  to  sacrifice 
some  of  his  present  wants  in  order  to  provide  for  his  future. 

Contemporaneously  with  this  development,  which 
increases  the  supply  of  capital-disposal,  there  is  a  steady 
increase  of  the  demands  for  it  in  order  to  utilise  durable 
goods.  The  sources  of  these  demands  have  been  fully 
explained  in  previous  sections.  They  have  grown  so 
vigorously  that  it  has  never  been  possible  to  satisfy  them 
entirely.  There  has  always  been  a  scarcity  of  capital- 
disposal,  and  this  has  made  interest  necessary. 

A  comparison  of  the  development  of  the  supply  and 
the  demand  for  capital-disposal  puts  it  beyond  question 
that  the  former  has  been  much  more  steady  than  the 
latter.  The  changes  in  men’s  economic  habits,  their 
education  in  concern  for  the  future,  are  necessarily  slow, 
but,  in  spite  of  occasional  setbacks,  they  proceed  fairly 
steadily  on  the  whole.  The  demand,  on  the  other  hand, 
generally  goes  up  by  leaps  and  bounds,  and  then  relaxes 
for  a  time.  The  increases  are  due  mainly  to  such 
occasional  circumstances  as  inventions,  improvements  in 


244  THE  INTEREST  ON  CAPITAL 

means  of  transport,  and  the  opening  up  new  countries 
in  consequence  of  discoveries  or  political  developments. 
All  this  means  that  for  a  time  the  influence  of  the  demand 
upon  the  rate  of  interest  is  most  prominent.  The  fluc¬ 
tuations  of  the  rate  in  these  periods  are,  as  a  rule,  attri¬ 
butable  to  changes  in  the  demand.  But  if  we  take  longer 
periods,  we  perceive  a  real  influence  of  the  supply  of 
capital-disposal  on  the  rate.  The  increasing  provision 
for  the  future  which  the  advance  of  civilisation  brings 
with  it  has  made  it  possible  in  the  course  of  centuries 
to  reduce  the  rate  of  interest  to  a  certain  extent:  a 
process  that  may  still  be  observed  when  semi-civilised 
countries  move  on  to  civilisation.  The  reduction,  it  is 
true,  is  by  no  means  so  one-sided  and  pronounced  a 
movement  as  it  is  sometimes  represented.  The  fall  of 
the  rate  of  interest  in  consequence  of  increased  saving, 
in  particular,  is  not  an  indefinite  tendency  that  we  may 
expect  to  continue.  It  is,  as  we  showed  in  the  previous 
section,  already  checked  by  powerful  forces,  and  it 
has  certainly  only  a  rather  narrow  margin  for  further 
development. 

On  the  basis  of  these  general  facts  it  is  now  possible 
to  explain  the  fluctuations  of  the  rate  of  interest  which 
historical  statistics  evince:  assuming,  of  course,  that  we 
know  all  the  factors  which  have  an  influence  on  the  rate, 
as  shown  by  the  analysis  we  have  made.  For  shorter 
periods,  as  we  saw,  it  is  mainly  the  tendencies  on  the  side 
of  the  demand  for  capital-disposal  which  cause  changes 
of  the  rate.  Hence  we  must  seek  the  causes  of  the 
ordinary  fluctuations  of  the  rate  of  interest  in  the  varying 
demand  for  durable  goods,  or  the  varying  production 
of  fixed  real  capital.  As  the  rate  of  interest  in  turn 
regulates  this  demand,  the  whole  movement  of  the 
economic  life  is  seen  to  be  a  continuous  interaction  of 
rate  of  interest  and  production  of  fixed  capital.  Closer 
study  of  this  interaction — or  of  “  conjuncture-move¬ 
ments, as  we  shall  call  them — belongs  to  the  dynamics 
of  the  economic  life,  and  will  be  the  subject  of  our 
Fourth  Book. 
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One  chief  task  of  the  theory  of  interest  is  to  explain 
the  fluctuations  of  the  rate.  The  other  task  is  to  deter- 
mine  to  what  extent  interest  is  a  necessity  or  an  accidental 
outcome  of  modern  conditions  or  the  institutions  of  our 
actual  economic  order. 

On  this  question  we  would  make  the  following 
observations.  A  fall  of  the  rate  of  interest  much  below 
what  is  now  the  usual  level  would,  as  we  have  shown, 
greatly  strengthen  the  demand,  and  materially  reduce  the 
supply,  of  capital- disposal.  These  opposite  tendencies, 
which  are  both  very  pronounced  when  interest  is  low,  are 
bound  to  check  the  fall  of  the  rate  very  speedily.  Let  us 
imagine  for  a  moment  that  there  is  a  rate  of  per  cent, 
all  over  the  world  for  a  long  time.  Our  study  puts  it 
beyond  question  that  such  a  rate  would  provoke  quite 
enormous  demands  for  capital- disposal  for  costly  buildings 
and  installations  of  all  sorts,  and  would  at  the  same  time 
lead  small  and  medium  capitalists  to  consume  their 
capital  to  a  great  extent.  One  does  not  need  to  reflect 
long  on  these  things  to  see  clearly  that  the  counteracting 
tendencies  that  would  be  brought  out  by  this  rate  would 
have  such  force  as  to  make  it  impossible  to  sustain  the 
rate. 

At  the  close  of  the  last  century  various  circumstances 
contributed  to  bring  the  rate  down  appreciably.  The 
lowest  point  was  reached  in  the  middle  nineties.  We  are 
not  surprised  that  this  led  the  general  public  to  imagine 
that  interest  had  a  natural  tendency  to  fall.  But  that 
such  an  idea  should  be  adopted  by  economic  science 
and  represented  by  reputable  representatives  of  the 
science  as  a  result  of  research,  is  really  not  very  creditable 
to  the  science.  Schmoller  expresses  himself  somewhat 
cautiouslv  when  he  thinks  it  “  not  inconceivable  ”  that 
“  the  rate  of  interest,  which  fell  in  the  eighteenth  century 
to  3,  and  in  the  nineteenth  to  2§  and  2%,  may  in  the 
twentieth  century  fall  below  2,  or  even  to  i|.”*  Before 
describing  such  a  development  as  probable,  one  ought  to 
make  it  clear  how  it  would  be  possible  to  maintain  a 

•  Grundriss,  II.  Teil,  p.  208. 
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state  of  things  in  which  the  owners  of  the  far  greater  part 
of  the  wealth  could  treble  their  incomes  by  consuming 
their  capital — and  generally  more  than  treble  it — and 
at  the  same  time  the  check  which  the  actual  rates  put 
upon  the  demand  for  durable  goods  and  the  requirements 
of  technique  would  be  greatly  enfeebled.  We  cannot  say,  of 
course,  that  a  rate  of  \\  per  cent,  is  absolutely  impossible. 
But  what  would  be  the  character  of  a  social  development 
that  would  make  such  a  rate  possible  ?  As  far  as  we  can 
see,  it  would  mean  an  almost  complete  cessation  both  of 
the  increase  of  population  and  of  any  economic  advance 
that  makes  large  demands  for  durable  goods;  moreover, 
a  lengthening  of  the  period  of  human  life  large  enough  to 
keep  the  consumption  of  capital,  even  at  this  low  rate  of 
interest,  within  the  necessary  limits. 

Given  the  actual  duration  of  human  life  and  the  actual 
rate  of  increase  of  population  and  technical  progress  the 
rate  of  interest  cannot  go  much  lower  than  it  is  to-day. 
These  are  the  chief  determining  factors  of  the  rate.  A 
complete  stagnation  of  economic  life  all  over  the  earth 
in  consequence  of  external  circumstances  would  naturally 
bring  down  the  rate  considerably.  But  when  it  reached 
2  per  cent.,  the  tendency  to  consume  capital  would 
already  make  itself  felt  so  strongly  that  it  seems  question¬ 
able  whether  the  supply  of  capital-disposal  would  be 
large  enough  even  for  this  state  of  stagnation.  But  the 
very  idea  of  such  a  stagnation  is  impossible.  The  demand 
for  capital-disposal  in  order  to  increase  the  real  capital  is 
very  considerable  at  the  actual  rate  of  interest.  Moreover, 
the  entire  demand  for  commodities  and  the  whole  de¬ 
velopment  of  technique  are  adjusted  to  a  certain  level  of 
rate  of  interest,  and  they  would  be  quite  revolutionised 
at  a  lower  rate — with  the  result  of  an  increased  demand 
for  durable  goods  and  therefore  for  capital-disposal. 

These  considerations  on  the  actual  conditions  of  a  fall 
of  the  rate  make  a  continuous  downward  movement, 
such  as  Schmoller  and,  still  more,  other  authors  suppose, 
improbable  in  the  last  degree.  A  further  reduction  of 
the  rate  would  at  each  small  step  encounter  an  increasing 
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resistance.  In  no  circumstances,  therefore,  is  a  state 
of  things  in  which  the  rate  would  be  zero,  and  conse¬ 
quently  there  would  be  no  interest,  at  all  conceivable. 

We  have  repeatedly  pointed  out  that  a  theory  of 
interest  must  necessarily  be  quantitative.  It  must  not 
only  explain  why  there  is  interest,  but  why  it  is  gener¬ 
ally  about  the  level  which  we  actually  find.  The  two 
explanations  cannot  be  distinct :  the  existence  of  interest 
is  due  to  the  same  forces  as  those  which  account  for  the 
actual  rate.  A  theory  of  interest  must,  therefore— to 
define  the  problem  properly  —  explain  why  interest  is 
reckoned  in  so  much  per  cent.,  and  not  in  so  much  per 
mille.  Why  does  it  fluctuate  between  3  and  4  per  cent.? 
Why  not  3  or  4  per  mille  ?  A  theory  of  interest  that 
suits  either  of  them  is,  strictly  speaking,  no  theory  of 
interest.  We  have  already  answered  the  question.  The 
duration  of  human  life  is  one  of  the  chief  factors.  At  first 
sight  there  is  nothing  self-evidently  or  a  priori  probable 
in  the  fact  that  the  rate  of  interest  varies  between  3  and 
4  per  cent.  But  if  we  take  the  number  of  years’  purchase 
of  a  fixed  annuity  instead  of  the  rate  of  interest,  we 
may  characterise  the  actual  rate  of  interest  by  saying 
that  a  perpetual  annuity  is  paid  for  at  twenty-five  to 
thirty-three  times  the  annual  value.  When  the  matter 
is  put  in  this  form,  we  suspect  at  once  that  there  is  some 
connection  between  the  rate  of  interest  and  the  duration 
of  human  life.  Men  at  the  age  when  they  have  control 
of  their  own  capital  cannot,  as  a  rule,  count  upon  more 
than  twenty-five  to  thirty-three  years  of  life,  and  will, 
therefore,  not  generally  sacrifice  much  more  than  twenty- 
five  to  thirty-three  years  of  returns  to  secure  a  perpetual 
annuity.  The  man  who  thinks  an  interest  of  1  per  cent, 
possible  is  really  supposing  that,  for  instance,  an  estate 
with  a  net  return  of  £ 10,000  would  be  bought  for  a 
million  !  But  the  millionaire,  by  consuming  his  million, 
can  do  very  much  better  for  his  remaining  years  than 
buying  an  income  of  £10,000  a  year.  It  is  quite  impossible 
to  suppose  that  on  the  present  duration  of  life  absolutely 
durable  goods  would  find  purchasers  at  a  hundred,  or 
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even  fifty,  times  the  price  of  their  annual  returns.  An 
interest  of  1  per  mille  would  only  be  possible  if  people 
were  disposed  to  save  up  .£100,000,  and  then  throw  it 
away  to  get  an  annuity  of  .£100.  That  sort  of  economising 
would  only  suit  a  Methusaleh. 

In  conclusion  we  must  point  out  once  more  that  what 
we  say  as  to  the  possibility  of  a  fall  of  the  rate  of  interest 
applies,  of  course,  to  the  typical  rate  which  we  are 
considering,  and  is  best  represented  by  the  interest  on 
mortgages  and  ground  rents.  That  the  rate  of  interest 
for  short  capital- disposal  may  fall  lower  is  not  disputed. 
Already  the  private  discount  rate  on  important  exchanges 
has  occasionally  fallen  below  1  per  cent.  This  low  rate 
for  short-term  capital-disposal  is  generally  due  to  the  fact 
that  the  lender  did  not  want,  for  some  reason,  to  tie  up 
his  capital  at  the  time,  and  preferred  to  leave  it  free  to 
await  a  better  chance  of  permanent  investment. 

§  26.  Interest  in  a  Socialist  Community. 

The  preceding  inquiry  has  shown  that  interest  is  a 
necessity  of  the  actual  exchange  economy.  It  might, 
however,  be  suggested  that  it  is  due  to  the  special  features 
of  the  present  economic  order,  and  might  not  be  necessary 
in  an  economy  without  these  features.  It  is  undeniable 
that  the  efforts  of  employers  to  demand  durable  goods 
in  ever-increasing  quantities  for  production,  and  the 
tendency  of  capitalists  to  consume  their  capital  when 
the  interest  is  low,  have  a  considerable  influence  on  the 
state  of  interest;  indeed,  one  might  say  that  it  is  the  real 
economic  work  of  interest  to  check  these  tendencies.  It 
is,  therefore,  not  inconceivable  that  an  economy  that  has 
no  private  enterprise  or  private  ownership  of  capital 
would  be  in  quite  a  different  position  as  regards  the 
necessity  of  interest  than  the  actual  economy  is. 

But  this  would  evince  a  quite  wrong  idea  of  the  nature 
of  interest.  Up  to  the  present  we  have  considered  the 
phenomenon  of  interest  in  connection  with  our  actual 
economic  conditions.  This  method  is  quite  natural 
in  a  treatment  that  chiefly  regards  the  concrete  reality. 
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Interest  has  to  be  related  to  the  tendencies  that  make 
themselves  felt  in  the  conduct  of  employers  and  capita¬ 
lists;  that  is  to  say,  traced  to  elements  which  seem  to 
depend  upon  the  actual  form  of  our  economy.  But 
behind  these  tendencies  there  are  essentials  of  human 
life  which  would  be  present  in  any  sort  of  economy, 
though,  perhaps,  in  a  different  form.  In  the  main 
interest  would  still,  under  another  form  of  society,  be 
governed  by  the  same  forces  as  in  the  modern  economy. 
To  get  a  correct  idea  of  the  deeper  nature  of  these  forces, 
and  therefore  of  the  nature  of  the  problem  of  interest, 
it  is  very  useful  to  study  interest  under  Socialism.  It  is 
also  one  of  the  best  ways  to  refute  erroneous  ideas  of  the 
nature  of  interest. 

The  presuppositions  of  the  organisation  of  the 
Socialist  economy  have  already  been  given  (§  15).  Even 
in  that  system  the  essential  feature  of  the  exchange 
economy — the  freedom  of  the  individual  in  the  choice  of 
consumption  within  the  limits  of  his  income — remains. 
It  is  primarily  this  freedom  that  makes  interest  necessary 
in  every  economy,  and  consequently  even  under  Socialism. 
If  prices  were  calculated  for  the  use  of  reproducible 
durable  goods  which  should  simply  indemnify  the  owner 
for  depreciation  of  them,  but  not  include  interest,  the 
demands  of  consumers  for  these  goods  would  increase 
so  much  that  they  could  not  be  met.  We  have  only 
to  think  of  the  demand  for  houses  if  prices  did  not 
include  interest.  If  the  Socialist  State  were  to  fix 
prices  on  this  basis,  it  would  have  to  face  insatiable 
demands  for  houses.  And  so  it  would  be  in  other 
matters.  The  demands  of  consumers  mean,  directly 
or  indirectly,  a  demand  for  the  use  of  durable  goods, 
and  therefore  of  capital- disposal,  which  necessarily  has 
to  be  checked.  This  can  only  be  done  in  the  exchange 
economy  by  prices,  or  by  allowing  for  interest.  For 
that  reason  Socialism  would  be  bound  to  admit  interest. 
This  means  that  every  satisfaction  of  wants  that  requires 
the  disposal  of  capital  must  have  a  price  fixed  which 
includes  a  proportionate  allowance  for  the  disposal  of 
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capital  in  addition  to  the  cost  of  labour.  In  this  way 
the  prices  of  things  would  be  raised  in  very  different 
degrees — of  houses  more  than  of  clothes,  and  so  on. 
Even  Socialism  cannot  get  away  from  the  need  to  fix 
prices  in  this  way. 

The  management  of  the  Socialist  system,  which  we 
assume  to  have  the  entire  control  of  production  in  its 
own  hands,  must,  moreover,  constantly  consider  which 
methods  of  production  are  the  cheapest,  and  particularly 
to  what  extent  the  disposal  of  capital  should  be  sub¬ 
stituted  for  other  factors  of  production.  It  would 
clearly  be  impossible  to  base  this  calculation  on  the 
assumption  that  no  price  need  be  taken  into  account 
for  the  disposal  of  capital.  Conduct  of  that  sort  would, 
as  is  clear  from  our  discussion  of  the  problem,  direct  pro¬ 
duction  into  quite  impossible  channels.  The  Socialist 
State  would,  therefore,  be  compelled  to  postulate  a  cer¬ 
tain  interest  as  the  groundwork  of  its  whole  calculation 
of  cost,  and  consequently  of  its  entire  management  of 
production. 

Once  a  rate  of  interest  was  settled,  the  choice  of 
methods  of  production,  and  consequently  the  prices  of 
finished  articles  and  the  demand  of  consumers  for  those 
articles — in  fine,  the  total  demand  for  capital- disposal — 
would  be  settled.  If  we  suppose  that  this  demand  in 
any  year  necessitates  a  certain  increase  of  the  capital, 
the  Socialist  State  must  save  that  amount  of  capital. 
Within  certain  limits  it  can,  of  course,  decide  itself  what 
it  will  save.  But  once  the  degree  of  saving  is  settled, 
the  interest  that  is  necessary  to  adjust  the  demand  of 
capital-disposal  to  the  supply  agreed  upon  is  also  settled. 
It  follows  that  in  a  Socialist  economy  the  rate  of  interest 
depends  to  some  extent  upon  the  will  of  the  controllers 
of  the  economy;  that  is  to  say,  in  so  far  as  it  depends  upon 
the  degree  of  saving.  That  the  Socialist  State  can  exert 
a  certain  influence  in  this  sense  is  obvious,  since  it  has  to 
determine  the  degree  of  saving.  But  no  conceivable  amount 
of  saving  releases  the  Socialist  State  from  the  necessity  of 
fixing  interest.  The  demands  for  the  disposal  of  capital 
when  there  is  no  interest  would  be  simply  insatiable. 
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GROUND  RENTS  AND  THE  PRICES  OF  NATURAL 
MATERIALS 

§  27.  Introduction. 

WHEN  the  exchange  economy  is  so  far  developed 
as  to  include  agricultural  products  in  great 
abundance  and  regularly,  it  presently  appears  that  these 
products  receive  a  price  that  not  only  covers  the  cost  of 
labour  and  production,  but  yields  a  further  profit  which 
goes  to  the  owner  of  the  agricultural  land.  The  owner 
who  tills  his  own  soil  hardly  regards  this  profit  as  separate 
income;  he  conceives  his  whole  income  as  the  result  of 
a  specially  fruitful  production.  But  when  the  land  is 
farmed  out,  the  rivalry  of  the  farmers  is  such  that  they 
can  expect  no  more  than  a  normal  recompense  of  their 
productive  activity;  any  profit  beyond  this  they  must 
pay  as  rent  to  the  landowner.  Ground  rent  thus  becomes 
a  separate  sort  of  income.  The  land  receives  a  price 
which  represents  the  amount  of  this  ground  rent  capital¬ 
ised  on  the  current  rate  of  interest.  Then  the  man  who 
buys  land  to  cultivate  himself  has  to  allow  for  interest 
on  the  purchase- price;  in  other  words,  he  must  secure  a 
return  that  includes,  not  only  the  normal  compensation 
of  his  productive  activity,  but  also  the  ground  rent. 
The  increasing  encumbering  of  the  land  makes  this  all 
the  more  imperative.  In  these  circumstances,  the  ground 
rent  is  seen  to  be,  from  the  point  of  view  of  the  individual 
economy,  part  of  the  cost  of  production  that  must  be 
covered  by  the  products;  and  some  people  get  the  idea 
that  the  products  are  dearer  on  account  of  the  ground 
rent.  They  think  it  unjust  that  a  group  of  landowners 
should  be  able,  simply  in  virtue  of  their  ownership  of  a 
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commodity  that  nature  has  provided  free,  and  is  not  the 
fruit  of  any  productive  exertion,  to  draw  a  large  part  of 
the  social  income.  We  hear  demands  for  confiscation, 
or  at  least  heavy  taxation,  of  ground  rents.  On  the  other 
hand,  we  have  claims  from  the  landowners  that  the 
State  shall,  by  a  protectionist  policy  and  other  measures, 
keep  the  prices  of  agricultural  products  high  enough  to 
enable  them  to  cover  the  cost  of  production,  which 
includes,  particularly,  the  ground  rent.  Hence  agri¬ 
cultural  ground  rent  has  taken  up  a  very  prominent 
position  in  the  fixing  of  prices,  and  so  theoretical  economics 
has  given  very  special  attention  to  this  type  of  income. 

The  physiocrats,  who  regarded  the  fertility  of  nature 
as  the  one  possible  explanation  of  a  surplus  of  production 
above  the  necessary  cost  of  it,  were  followed  by  Adam 
Smith.  He  said  that  in  agriculture  nature  works  in 
conjunction  with  man  and  enables  agricultural  workers 
to  produce  not  only,  like  the  manufacturing  workers, 
a  value  equal  to  their  own  consumption  and  the  profit 
on  capital,  but  also  a  rent  for  the  ground  landlord. 
This  idea  was  disputed  afterwards  by  the  representatives 
of  classical  economics.  In  England  the  limited  capacity 
of  home  agriculture  to  meet  the  needs  of  the  population 
as  regards  agricultural  products  became  clearer  and 
clearer.  It  was,  therefore,  natural  that  attention  should 
be  paid  to  the  scarcity  of  land  as  a  reason  for  ground  rent; 
and  this  idea  was  then  elaborated  by  the  classical  theory 
of  rent.  Its  most  acute  logical  development  is  found  in 
Ricardo,  and  the  whole  of  the  subsequent  discussion 
of  the  problem  of  rent  revolves  round  Ricardo’s  theory. 

He  defined  rent  as  that  part  of  the  produce  of  the 
soil  which  is  paid  to  the  owner  for  the  use  of  the  original 
and  indestructible  capacities  of  the  soil.*  He  thus  means 
to  distinguish  the  part  of  the  annual  payment  which  is 
paid  for  the  use  of  a  real  capital  from  the  ground  rent 
proper.  But  when  the  best  soil  is  no  longer  sufficient 
on  account  of  the  growth  of  population,  and  therefore 
less  fertile  or  less  well  placed  land — in  a  word,  inferior 

•  Ricardo,  W orks  (ed.  McCulloch),  p.  34.. 


MARGINAL  COST  OF  PRODUCTION  253 

land — must  be  used,  a  rent  is  paid  for  the  better  quality 
land  which  is  determined  by  the  difference  between 
produce  raised,  with  a  certain  application  of  capital  and 
labour,  on  the  better  or  on  the  inferior  land.  Instead  of 
tilling  new  land  of  an  inferior  quality,  a  man  may  use  his 
capital  in  a  more  intensive  exploitation  of  the  land  he 
already  cultivates.  Doubling  the  capital  employed  on 
this  land  will  not  give  a  double  harvest,  however,  but 
merely  increase  the  harvest  to  some  extent.  If  it  pays 
at  all  to  use  the  second  capital  on  the  land,  the  first 
capital  must  yield  an  additional  profit  which  in  turn, 
being  a  difference  between  two  products  obtained  with 
a  certain  outlay,  represents  a  rent,  and  goes  to  the  land- 
owner.  When  the  population  is  increasing,  therefore, 
agricultural  produce  has  to  be  raised  in  one  or  the  other 
way  with  a  larger  application  of  capital  and  labour.  The 
rent  is  the  surplus  of  the  product  that  is  obtained  under 
the  more  favourable  conditions  over  that  obtained  under 
the  worst  conditions. 

The  price  of  the  product  is  always  settled  by  the 
highest  cost  of  production  that  must  be  incurred  to  meet 
the  demand.  For  brevity  we  may  call  this  cost  “  the 
marginal  cost  of  production.”  An  extension  of  agri¬ 
cultural  production  which  necessitates  a  greater  use  of 
capital  and  labour  in  proportion  to  the  product  thus 
raises  the  price  of  the  product.  Although  the  product 
that  is  obtained  on  the  relevant  land  with  the  first  outlay 
is  not  increased,  it  rises  in  price;  and  this  higher  price 
enables  the  farmer  to  pay  a  rent.  The  reason  for  the 
advance  of  the  price  is  that  the  final  quantity  of  the 
product  requires  a  larger  outlay,  not  that  the  land-owner 
draws  a  rent.  The  price  is  settled  by  the  cost  of  pro¬ 
duction  in  the  section  of  production  where  no  rent  is 
paid.  Hence  the  rent  cannot  in  the  least  be  a  part  of 
the  price.  This  general  thesis,  that  the  ground  rent  is 
not  an  element  of  the  cost  of  agricultural  production,  is, 
according  to  Ricardo,  a  principle  of  great  importance  in 
economic  science. 

Mainly  in  connection  with  Ricardo’s  theory  of  ground 
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rent,  and  under  the  influence  of  the  quite  enormous  rise 
in  value  of  agricultural  land  in  England,  there  developed 
a  tendency  hostile  to  ground  rents,  of  which  Stuart  Mill 
was  the  leading  English  representative.  In  the  United 
States,  where,  on  account  of  the  rapid  increase  of  the 
population,  there  was  a  great  development  of  ground 
rents  and  of  speculation  in  land,  the  tendency  found  its 
most  powerful  spokesman  in  Henry  George.  The  rise 
in  the  price  of  land  seemed  to  him  an  “  unearned  incre¬ 
ment  ”  which  fell  to  the  land-owners,  merely  in  virtue  of  an 
irrational  right  of  property,  while  they  slept.  The  whole 
ownership  of  land  seemed  a  monopoly  of  the  exploiting 
of  productive  labour;  and  it  was  demanded  that  the  State 
should  appropriate  ground  rents,  or  at  least  the  increase 
in  value,  by  suitable  taxation.  The  most  radical,  who 
went  so  far  as  to  want  to  confiscate  existing  ground  rents, 
believed  that  this  would  suffice  to  raise  the  entire  revenue 
of  the  State,  and  they  accordingly  put  forward  the 
“  Single  Tax  ”  program. 

Urban  ground  rents  have  generally  and  considerably 
increased  during  the  last  century  under  the  influence  of 
the  growth  of  population  and  the  migration  to  the  towns. 
The  profits  that  have  thus  been  made  by  selling  pieces 
of  land  were  in  cases  quite  enormous.  The  desire  to 
have  a  share  in  this  easy  way  of  getting  rich  led  to  feverish 
speculation  in  land  in  which  great  wealth  was  made; 
though,  on  the  other  hand,  great  losses  were  also  incurred 
from  over-speculation  and  reaction.  Along  with  ground 
rents,  rents  also  rose,  especially  in  the  central  parts  of 
large  towns,  to  a  height  that  was  felt  to  be  oppressive. 
In  the  public  mind  these  high  rents  and  the  increasing 
scarcity  of  houses  seemed  to  be  consequences  of  the 
speculation  in  land  and  the  rise  in  the  price  of  land  to 
which  this  led.  This  idea  was  even  supported  by  repre¬ 
sentatives  of  science.  Social  politicians  taught  that  the 
housing  conditions  of  a  large  part  of  the  population, 
particularly  of  the  working  classes,  were  growing  worse 
and  worse,  and  that  the  rise  of  rents  was  mainly  responsible 
for  this,  but  that  it  was  itself  a  consequence  of  the 
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machinations  of  the  land  speculators  who  had  sent  up 
prices  by  their  deliberate  withholding  of  land,  repeated 
sales  of  it,  and  the  heavy  burden  of  mortgages  they 
brought  upon  it.  This  state  of  things  could  only  be 
improved  by  checking  or  preventing  speculation  in  land 
and  rising  land  values,  or  by  land-socialisation;  further  by 
supplying  suitable  traffic-facilities  and  by  regulation  of 
building.  In  Germany  this  led  to  a  struggle  against  the 
large  tenement  houses  which  were  blamed  for  the  price 
of  land.  Generally  speaking,  urban  ground  rents  were 
represented  as  to  a  great  extent  the  result  of  conditions 
which  were  subject  to  political  control,  and  were  regarded 
as  an  essentially  political,  not  an  objective  economic, 
phenomenon. 

It  is  obvious  that  this  idea  would  not  help  to  promote 
the  scientific  knowledge  of  the  nature  and  determining 
factors  of  urban  ground  rents.  Like  every  other  price, 
these  must  be  objectively  settled  by  the  general  principles 
of  pricing.  To  recognise  this  is  not  to  deny  the  possi¬ 
bility  of  a  deliberate  interference  with  the  evolution 
of  rents,  by,  for  instance,  the  traffic  policy  of  the 
community.  Any  such  interference,  however,  must  act 
through  supply  and  demand — that  is  to  say,  through 
the  regular  machinery  of  pricing — and  is  consequently 
to  be  regarded  as  a  force  forming  part  of  this  machinery 
and  acting  in  association  with  many  others,  not  as  an 
enactment  of  social  reform  raised  above  economic  neces¬ 
sities  and  outside  the  range  of  economic  theory.  The 
special  difficulties  of  the  theoretical  treatment  of  urban 
ground  rents  are  found  particularly  in  the  precise  deter¬ 
mination  of  the  assumptions,  because  in  this  case  the 
supply  and  especially  the  demand  are  rather  complex 
phenomena.  From  the  point  of  view  of  economic  science, 
however,  the  problem  of  urban  ground  rents  is  essentially 
of  the  same  character  as  that  of  agricultural,  and  we, 
consequently,  need  not  make  any  special  study  of  them 
in  our  general  account  of  theoretical  economics.  The 
general  lines  of  the  explanation  of  urban  ground  rents 
are  given  when  we  have  become  quite  clear  as  to  the 
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general  character  of  the  development  of  rent  in  the 
exchange  economy.  To  this  subject  we  will  devote  the 
following  section. 

§  28.  The  Nature  of  Rent. 

We  have  defined  rent,  in  the  most  general  sense  of 
the  word,  as  the  price  of  the  use  of  a  durable  good.  It 
follows  that  a  price  that  is  paid  for  consumable  goods  is 
not  a  rent,  even  when  the  articles  are  what  we  call  free 
natural  goods.  The  income  that  is  obtained  by  the  sale 
of  ore  from  a  mine  or  timber  from  a  forest  is  not  rent  in 
the  strict  sense,  though  it  comes  very  near  to  being  rent 
when  it  lasts  a  very  long  time.  Science  has  been  clear 
on  this  point  ever  since  Ricardo.  And  if  an  income  from 
the  sale  of  natural  materials  is  not  rent,  and  is  therefore 
an  essentially  different  kind  of  income  from  ground  rent, 
we  must  logically  regard  natural  materials  as  a  separate 
factor  of  production.  The  traditional  idea  of  bringing 
every  co-operation  of  nature  under  a  common  head,  as 
a  single  factor  of  production,  cannot  well  be  sustained,  if 
the  corresponding  income  is  divided  into  two  different 
sorts.  Since  we  have  recognised  the  great  importance  of 
dividing  material  goods  into  durable  goods  and  goods 
for  consumption,  we  have  a  further  reason  to  divide  the 
factor  of  production  that  is  called  “  nature  ”  into  two 
main  types,  land  and  natural  material. 

This  distinction  throws  light  on  the  limits  of  the  idea 
of  rent  on  one  side :  rent  is  only  what  is  paid  for  the  use  of 
durable  goods.  Primarily,  however,  the  accepted  idea 
of  rent  in  science  relates  to  the  use  of  those  durable 
goods  which  are  not  produced — to  put  it  generally,  the 
use  of  land  and  those  of  its  qualities  which  are  not  pro¬ 
duced,  or  the  “  original  ”  properties  of  the  land.  This 
restriction  of  the  definition  of  rent  is  based  upon  the 
fact  that  science  must  conceive  the  “  rent  ”  of  a  produced 
durable  good  mainly  as  interest  on  capital.  Rent  in  the 
proper  sense  should  not  include  any  compensation  for  a 
human  sacrifice  of  any  sort;  it  should  be  the  price  of  the 
use  of  an  existing  durable  good  that  could  not  itself  be 
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regarded  as  an  outcome  of  a  productive  activity.  But  in 
a  sense  even  land  may  be  produced,  and  it  is,  therefore, 
necessary  to  restrict  the  word  rent  to  the  use  of  the  land 
“  with  its  original  characters,”  or  of  “  natural  land.” 

It  is  further  clear  that  those  properties  of  the  land 
which,  in  the  ordinary  use  of  them,  can  only  be  main¬ 
tained  by  a  suitable  activity  are  not  to  be  reckoned  as 
land.  The  fertility  of  the  natural  land,  which  is  main 
tained  in  agriculture  only  by  repeated  manuring,  and  is 
lost  if  the  fertilising  is  not  done,  is  both  economically  and 
physically  to  be  put  on  the  same  footing  as  the  minerals 
found  underground;  it  must  be  counted  as  a  good  for 
consumption,  not  a  durable  good.  Even  relatively  durable 
properties  of  the  land  which  actually  are  only  maintained 
by  constant  productive  activity  are  not  to  be  regarded  as 
“  land,”  but  as  fixed  real  capital.  Hence  the  land  as  a 
primary  factor  of  production  includes  only  those  original 
properties  that  are  not  used  up  by  ordinary  use,  and  it  is 
in  this  sense,  though  not  in  the  absolute,  physical  sense, 
“  indestructible.” 

Consequently,  in  accordance  with  Ricardo’s  formula, 
in  the  strict  sense  we  have  only  to  consider  as  rent  the 
price  of  the  use  of  the  original  and  indestructible  forces 
of  the  land.  It  cannot,  therefore,  be  conceived  as  the 
recompense  of  any  sort  of  productive  activity,  either  of  a 
creative  or  a  maintaining  character.  The  existence  of 
rent  is  determined  simply  by  the  necessity  of  restricting 
the  demand  for  the  scarce  use  of  the  land. 

The  general  disposition  to  think  of  the  land  as  not 
producible  is  chiefly  due  to  the  fact  that  the  matter  is 
regarded  more  from  a  physical  than  an  economical  point 
of  view.  From  the  economic  point  of  view  the  land  is 
not  merely  a  piece  of  earth.  It  includes  various  physical 
and  economic  properties,  such  as  its  fertility,  its  connec¬ 
tion  with  markets,  or,  if  there  is  question  of  urban  land, 
its  locality,  its  nearness  to  the  centre,  or  its  being  in  select 
residential  quarters.  These  properties  can  be  created 
to  a  great  extent  by  productive  activity,  and  are  so  pro¬ 
duced  as  soon  as  the  condition  of  the  market  makes  it 
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profitable.  We  have  an  example  of  the  production  of 
fertility  on  a  large  scale  in  the  irrigation  works  which  have 
opened  up  the  arid  part  of  North-Western  America  to 
agriculture,  and  in  the  regulation  of  the  Nile.  From  the 
point  of  view  of  covering  the  European  demand  for 
wheat  the  construction  of  the  North- American  and 
Canadian  railways  and  the  development  of  the  great 
ocean  liners  must  be  regarded  as  means  of  producing 
land  that  can  compete  with  European  land  on  European 
markets.  It  is  well  known  that  this  competition  has 
put  considerable  pressure  on  the  rent  of  agricultural 
land  in  Europe.  It  is  also  a  well-known  fact  that  Holland 
has  won  a  good  deal  of  land  from  the  sea,  and  thus  literally 
produced  land.  As  to  urban  land,  it  is  particularly 
notable  that  whole  garden  cities  are  now  produced  in 
the  way  of  business  by  speculators,  and  this  creates  com¬ 
petition  with  the  urban  landowners.  Distances  are 
overcome  by  electric  trams  and  trains,  and  excellent 
residential  quarters  are  created  with  good  streets,  lighting, 
first-class  hygienic  arrangements,  schools,  etc.  Turning 
from  the  land  in  the  literal  sense  to  the  other  durable 
goods  of  nature,  we  find  that  these  may  be  produced  in 
the  same  way.  The  power  of  waterfalls,  for  instance,  is 
increased  by  regulating  the  streams.  One  may  even 
speak  of  a  real  creation  of  waterfalls  for  industrial  pur¬ 
poses.  The  position  of  a  fall  is,  of  course,  important,  but 
even  in  this  respect  the  latest  development  of  the  trans¬ 
mission  of  electrical  energy  at  high  tension  makes  it  fairly 
easy  to  raise  new  competitors. 

In  the  great  majority  of  cases  in  which  “  land  ”  of  a 
certain  sort  is  required  there  is  a  distinct  possibility  of 
increasing  the  demand  by  productive  activity.  As  soon 
as  the  price  of  the  use  of  the  land  in  question  rises  high 
enough,  this  possibility  reveals  itself.  Thus  the  price  has  an 
unmistakable  influence  on  the  supply.  This  in  turn  has 
a  regulating  influence  on  the  price,  and  therefore  on  rent. 
The  rent  of  natural  land  is,  in  a  sense,  regulated  by  the 
cost  of  production  of  the  manufactured  land  which  enters 
into  competition  with  it.  Cheapening  this  cost  has  the 
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effect  of  bringing  down  the  rent  of  natural  land.  What 
is  created  by  this  kind  of  productive  activity  is  not,  of 
course,  land  in  the  sense  of  a  primary  factor  of  produc¬ 
tion,  but  a  product  into  which  land  enters  as  one  means 
of  production  with  others.  But  this  product  enters  into 
competition  with  land  that  is  nothing  else  but  land,  and 
the  latter  is,  therefore,  not  incapable  of  increase  in  the 
sense  that  it  is  not  exposed  to  any  competition. 

Since  natural  land  as  a  primary  factor  of  production 
is  both  incapable  of  increase  and  indestructible,  any  tax 
laid  upon  the  sheer  rent  of  this  land  will  have  no  influence 
on  the  market;  for  the  same  reason  it  cannot  be  shifted, 
but  must  affect  the  rent  itself.  On  the  whole  it  is,  as 
regards  the  providing  of  the  community  with  natural 
land  in  the  sense  of  a  primary  factor  of  production,  of 
no  consequence  that  the  owner  of  the  land  is  paid  for  the 
use  of  it,  and  so  derives  an  income  from  his  property. 
Handing  over  the  utilities  of  natural  land  is  not  a  service 
that  need  be  recompensed.  But  we  must  not  conclude 
that  the  ground  rent  is  of  no  consequence  in  regard  to 
the  supply  of  land-utilities  of  a  certain  quality.  As  we 
have  previously  shown,  the  ground  rent  may  attract 
to  the  production  of  land  in  competition  with  natural 
land.  We  clearly  cannot  take  away  from  this  producer 
the  part  of  the  rent  which  represents  the  interest  on  the 
investment  of  capital  required  without  injuring  the  pro¬ 
ductive  activity  in  question.  As  it  is  extraordinarily 
difficult  in  practice  to  distinguish  between  land  with  its 
“  original  ”  properties  and  “  produced  land,”  any  attempt 
to  put  special  taxes  on  the  ownership  of  natural  land  will 
find  it  extremely  difficult  to  make  allowance  for  the 
fruits  of  productive  enterprise. 

The  rent  of  natural  land  is,  like  all  prices  of  primary 
means  of  production,  directly  settled  by  the  general 
pricing  process.  The  price  of  natural  land  proper  itself 
is,  as  the  value  of  the  rent  capitalised  on  the  current 
rate  of  interest,  a  secondary  outcome  of  pricing.  But  in 
so  far  as  land  is  produced  in  competition  with  natural 
land,  the  price  of  the  natural  land  also  is  determined  by 
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the  cost  of  production  of  the  competing  produced  land, 
and  therefore  in  direct  connection  with  the  pricing 
process. 

It  follows  that  even  the  use  of  the  land  is  not  to  be 
regarded  as  an  absolutely  scarce  factor  of  production. 
The  supply  is  influenced  by  the  price,  and  we  must  take 
into  account  this  dependence  of  the  supply  upon  the  price 
in  dealing  with  the  general  pricing  problem,  and  must 
regard  the  form  of  this  dependence  as  one  of  the  objective 
determining  factors  of  pricing  instead  of  the  supply 
itself. 

From  the  point  of  view  of  pricing  one  would  be  dis¬ 
posed  to  say  that  what  characterises  the  rent  particularly 
as  a  price  is,  not  the  fact  that  the  good  for  the  use  of 
which  the  rent  is  paid  has  not  been  produced,  but  that 
similar  goods  are  now  not  produced  in  competition  with 
it,  and  therefore  that  the  price  of  the  good  itself  has  no 
separate  determining  factors.  This  requirement  of  rent 
is  sometimes  realised  by  the  net  return  from  the  use  of  an 
existing  fixed  real  capital,  or  by  the  gross  return  deducting 
the  cost  of  maintenance  and  renewal.  Once  the  fixed 
real  capital  has  been  produced,  and  therefore  the  durable 
good  exists,  its  particular  cost  of  production  belongs  to 
the  past,  and  has  no  further  part  as  such  in  the  pricing. 
In  producing  the  real  capital  in  question  it  is,  of  course, 
estimated  that  the  net  return  must  cover  the  interest 
on  the  capital  represented  by  the  cost  of  production. 
The  net  result  may  afterwards  prove  to  be  larger  or 
smaller;  in  that  case  the  cost  of  production  of  that 
particular  good  has  no  further  influence.  It  is  only  in 
so  far  as  it  represents  typical  cost  of  production,  and  the 
demand  necessitates  a  further  production  of  such  things, 
that  the  cost  has  an  influence  on  the  net  return  of  the 
good  and  gives  it  the  predominant  character  of  interest 
on  the  cost  of  production.  In  cases,  however,  where 
the  relevant  real  capital  is  itself  individual — that  is  to 
say,  where  similar  goods  are  not  produced  or  the  cost  of 
production  materially  changes — the  net  return  loses  its 
connection  with  the  cost  of  production  and  approaches 
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in  its  economic  character  a  pure  rent  in  the  sense  de¬ 
scribed.  A  railway  is  a  good  example.  Once  it  is  con¬ 
structed,  the  cost  of  construction  plays  no  further  part; 
the  return  now  depends  entirely  on  other  matters.  If 
the  cost  of  construction  has  a  bad  rate  of  interest,  there 
is  no  help  for  it,  because  the  capital  is  now  tied  up  in  the 
installation  and  cannot  be  freed  from  it.  If  the  return 
exceeds  the  ordinary  interest  on  the  cost  of  construction, 
it  will  probably,  at  least  within  certain  limits,  not  lead 
to  the  construction  of  a  new  line.  The  net  return  of  the 
line  has  to  a  certain  extent  in  those  circumstances  the 
character  of  a  rent. 

We  must  bear  in  mind,  however,  not  only  that  the  real 
capital  has  to  be  maintained  and  renewed,  and  that  the 
cost  of  this  must  be  met  out  of  the  gross  returns,  but  also 
that  the  capital  which  thus  requires  to  be  maintained 
must  pay  interest,  and  that  this  interest  also  must  be 
paid  out  of  the  gross  returns  before  we  come  to  a  net 
return  with  the  character  of  a  rent.  If  the  said  capital 
does  not  succeed  in  paying  interest,  in  the  course  of 
time  there  will,  naturally,  be  no  capital  sacrificed  for 
maintenance  and  renewals,  and  the  real  capital  will  be 
destroyed — in  so  far  as  it  is  not  “  indestructible.”  It 
follows  that  there  is  scarcely  a  rent-like  part  of  the  returns 
in  the  case  of  most  real  capitals,  or  at  all  events  it  is 
relatively  insignificant. 

The  net  return  of  a  durable  good  has  thus  less  of 
the  character  of  a  rent  the  less  individual  the  good  is, 
or  the  larger  is  the  number  of  such  goods  and  hence 
the  more  frequently  they  have  to  be  reproduced;  the 
more  frequently  also  new  articles  of  the  kind  must  be 
produced  to  meet  an  increasing  demand,  and  the  greater 
the  relative  importance  of  the  cost  of  maintenance  and 
renewals,  and,  finally,  the  more  stable  the  technical 
conditions  and  the  costs  of  production  are.  If,  for 
instance,  we  take  the  buildings  which  are  used  in 
agricultural  production,  we  shall  find  all  these  elements 
very  clearly  realised.  The  new  investment  of  capital 
in  such  buildings  goes  on  continuously,  if  we  take 


262  GROUND  RENTS— NATURAL  MATERIALS 

a  large  exchange  economy,  and  the  net  return  that  is 
obtained  on  this  real  capital  is  essentially  in  the  nature 
of  interest.  If  the  interest  on  the  required  capital  is  not 
covered,  the  supply  must  be  very  rapidly  diminished,  or 
at  least  it  must  fall  short  of  requirements.  The  time 
which  production  itself  needs  is  not  of  any  great  conse¬ 
quence  here,  since  buildings  of  that  sort  can  be  erected, 
as  a  rule,  in  a  few  months,  or  even  weeks.  Hence  the 
supply  can  so  quickly  follow  up  an  increased  demand 
that  a  rent,  of  which  a  certain  durability  is  required,  can 
scarcely  be  formed.  There  is  more  of  the  character  of 
a  rent  in  the  returns  on  improvements,  such  as  draining, 
where  the  duration  is  considerable  and  the  work  of  re¬ 
newing  and  maintaining  is  not  great.  Certain  improve¬ 
ments  sometimes  require  so  long  a  time  to  carry  out  that 
the  supply  may  for  a  time  fall  short  of  the  demand, 
and  so  there  may  be  in  some  measure  a  rent-like  income. 

We  find,  however,  that  the  circumstance  that  pro¬ 
duction  takes  time  is,  on  the  whole,  not  very  important 
as  regards  the  development  of  rent.  Even  where  it 
occasionally  helps  to  form  a  rent-like  income,  it  is,  as  a 
rule,  too  brief  to  be  a  real  rent.  The  production  of  fixed 
real  capital  generally  requires  only  a  short  time  under 
modern  conditions.  The  chief  exceptions  are  railways, 
waterworks,  and  similar  constructions,  but  even  in  the 
case  of  these  the  time  required  is  not  so  long,  as  a  rule, 
as  to  permit  a  more  or  less  temporary  development  of 
rent  in  the  existing  installations  of  the  same  kind.  The 
other  elements,  given  above,  are  generally  decisive  for 
the  rent-character  of  the  return  on  fixed  real  capital.* 

*  The  immense  importance  which  Marshall  gives  to  the  distinction 
between  short  and  long  periods  in  the  formation  of  a  rent-like  income 
seems,  in  view  of  the  above  facts,  to  be  scarcely  justified.  That  a  division 
of  real  capital,  according  as  the  supply  of  it  has  or  has  not  to  adapt  itself 
to  the  demand  in  a  period  of  “  medium  length,”  should  coincide  with  the 
deepest  and  most  important  dividing  line  in  economic  theory — that  the 
circumstance  that  the  English  system  of  land-tenure  distributes  the  duties 
of  land-owner  and  farmer  on  that  line  is  the  explanation  of  the  superiority 
of  British  economic  science — must  surely  be  regarded  rather  as  an  ex¬ 
aggeration.  See  Principles,  Book  VI.,  ch.  ix.,  §  5, 
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§  29.  The  Pricing  of  the  Use  of  the  Land. 

The  use  of  the  land  occupies  theoretically  the  same 
position  in  the  pricing  process  as  the  other  factors  of  pro¬ 
duction.  The  general  object  of  fixing  prices — to  restrict 
evenly  the  demand  for  finished  articles  by  calculating 
uniform  prices  for  the  factors  of  production,  to  adjust  the 
indirect  demand  for  the  factors  of  production  to  the 
available  supplies,  and  thus  to  direct  economically  the 
entire  process  of  production — has  the  same  significance  for 
the  use  of  the  land  as  for  the  command  of  capital,  and,  as 
we  shall  see,  also  for  labour.  As  regards  the  effect  of  prices 
on  the  supply,  there  is  in  the  case  of  the  use  of  the  land 
the  special  feature  that  the  land  provided  in  nature  is 
in  a  sense  fixed  once  for  all,  and  therefore  independent 
of  prices.  It  is,  however,  more  important  from  this  point 
of  view  that  an  advance  of  the  price  of  using  the  land 
leads  to  further  exploitation  of  land  provided  by  nature, 
partly  with  the  aid  of  an  activity  that  may  be  described 
as  a  production  of  “  land  ”  in  competition  with  that 
provided  by  nature,  and  so  provokes  a  reaction  which  is 
just  as  significant  for  the  pricing  process  as  an  increase 
of  the  supply  of  any  other  other  factor  of  production 
due  to  an  increase  of  the  price  of  it. 

Hence  the  theoretical  solution  of  the  problem  of 
fixing  the  price  of  use  of  the  land  is  contained  in  our 
general  solution  of  the  pricing  problem.  What  remains 
to  be  done  is  to  study  carefully  the  special  processes  in 
the  pricing  of  the  use  of  land;  that  is  to  say,  in  the 
fixing  of  ground  rent. 

We  confine  our  attention  to  land  used  for  agricultural 
purposes,  and,  to  begin  with,  make  the  simplifying  assump¬ 
tion  that  only  one  article,  let  us  say  corn,  is  produced. 
First  let  us  study  the  case  in  which  the  land  is  limited 
in  extent  and  of  equal  fertility  and  equally  well  placed— 
of  “  equal  quality  ” — and  the  method  of  production  is 
fixed  and  invariable  in  the  sense  that  a  fixed  quantity 
of  capital  and  labour  is  used  on  a  given  area.  These 
abstractions  are  useful,  as  they  are  calculated  to  bring 
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out  clearly  the  scarcity  of  the  land.  When  the  demand  is 
so  small  that  it  can  be  satisfied  at  a  price  of  corn  that 
merely  covers  the  capital  and  labour  cost  of  producing  it, 
no  price  is  necessary  for  the  use  of  the  land.  In  such 
circumstances  there  will  be  no  ground  rent  in  the 
economy.  If  the  demand  increases,  it  will,  once  the 
whole  of  the  land  has  been  taken  up,  be  necessary  to 
check  the  demand  severely,  because  the  land  is  scarce. 
This  restriction  can  only  be  effected  in  the  exchange 
economy  by  putting  a  uniform  price  on  the  use  of  the 
land,  sufficiently  high  to  raise  the  product  to  the 
necessary  height,  so  as  to  adjust  the  demand  for  corn  to 
the  quantity  producible  on  the  given  area  of  land  by  the 
given  method  of  production.  In  this  way  a  rent  is 
formed — a  ground  rent — conditioned  by  the  nature  of  the 
demand  and  the  given  quantity  of  land,  and  representing 
a  pure  scarcity- rent.  This  ground  rent  shows  us  the 
innermost  nature  of  every  ground  rent. 

In  reality  the  scarcity  of  the  land  is  never  so  absolute 
as  we  have  supposed.  It  may  be  modified  by  the  use  of 
further  capital  and  labour  on  the  given  land,  which  is 
equivalent  to  a  substitution  of  capital  and  labour  for  use 
of  the  land,  and  consequently  leads  to  a  relative  reduction 
of  the  demand  for  the  use  of  the  land,  and,  on  the  other 
hand,  by  opening  up  new  land,  or  increasing  the  quantity 
of  tilled  land.  The  conditions  of  this  modification  of 
the  scarcity  of  the  land — the  conditions  of  an  increase 
of  the  harvest  by  applying  more  capital  and  labour  to  the 
given  land  or  extending  the  cultivated  area — are,  with 
the  scarcity  itself  as  the  chief  determining  factor  of  the 
price  of  use  of  the  land,  the  supplementary  factors  of 
the  price. 

If  we  suppose  that  an  increasing  population  causes  a 
greater  demand  for  corn,  the  price  of  the  use  of  the  land 
must  generally  rise.  The  decisive  question  then  is : 
What  is  the  effect  of  this  advance  of  price  ?  Every  such 
advance  in  the  price  of  using  the  land  provokes  a  reaction 
in  one  of  the  three  following  forms : 

I.  A  reduction  of  the  demand  for  the  product. 
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2.  A  substitution  of  further  labour  and  capital  for 
the  use  of  the  land. 

3-  An  extension  of  the  cultivated  area. 

The  first  two  of  these  effects  represent  a  reduction 
of  the  demand  for  the  use  of  land;  the  third  means 
an  increase  of  the  supply.  All  three  are  thus  reactions 
against  the  rise  of  price,  and  collectively  they  maintain 
equilibrium.  The  closer  analysis  of  these  reactions  is  the 
special  theory  of  the  pricing  of  the  use  of  land.  As  we 
see,  the  general  scheme  of  this  theory  is  entirely  similar 
to  that  of  the  theory  of  interest. 

In  regard  to  the  first  reaction  we  must  observe  that  its 
strength  is  in  proportion  to  the  elasticity  of  the  demand 
for  the  product:  that  is  to  say,  in  proportion  to  the 
restriction  of  the  demand  that  can  be  effected  by  a  cer¬ 
tain  advance  of  the  price.  Now,  the  demand  for  wheat 
for  bread  is  notoriously  one  of  the  least  elastic  of  all 
demands.  Hence  in  order  to  bring  about  the  required 
restriction  of  the  demand  for  the  product  it  is  necessary 
to  raise  the  price  of  the  use  of  the  land  considerably.  The 
most  general  cause  of  an  increase  in  the  demand  for  wheat 
is  the  growth  of  population.  But  the  consumption  per 
head  of  the  population  also  has  increased  considerably 
in  the  course  of  a  century.  These  tendencies  would 
clearly  have  entailed  an  enormous  rise  in  the  price  of 
wheat,  greatly  restricting  the  demand,  and  of  the  use 
of  the  land,  if  the  second  and  third  reactions  of  the 
advance  of  price  had  not  been  of  such  great  proportions. 

The  second  reaction  to  a  rise  in  the  price  of  using  the 
land  is  the  larger  application  of  capital  and  labour  to  the 
given  area  of  land.  This  makes  it  possible  to  have  an 
increase  of  production  without  increasing  the  demand 
for  the  use  of  land,  and  consequently  checks  the  rise  of 
the  price  of  such  use.  The  individual  farmer  who  con¬ 
fronts  the  question  whether  he  shall  get  more  produce 
by  extending  his  land  (by  tilling  or  purchase)  or  using 
more  labour  and  capital  on  his  old  land,  will  be  moved 
by  a  rise  in  ground  rent  to  decide  for  the  latter  method. 

The  conditions  which  make  possible  an  increase  of 
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the  produce  by  a  larger  use  of  capital  and  labour  are, 
obviously,  an  important  determining  factor  of  the  price 
of  use  of  the  land.  Hence  it  is  very  important  in  connec¬ 
tion  with  the  theory  of  ground  rent  to  make  a  careful 
study  of  these  conditions. 

When  further  labour  and  capital  are  applied  to  the 
same  piece  of  ground,  we  shall  find,  as  a  rule,  that  the 
extra  produce  that  can  be  obtained  by  equal  additions  of 
capital  and  labour  in  succession  grows  smaller  and  smaller. 
Although  this  rule — generally  called  the  “  law  of  decreas¬ 
ing  returns  on  land  ”  has  been  represented  as  “  the  most 
important  proposition  in  political  economy,”*  it  does  not 
seem  to  have  generally  been  thought  necessary  to  give  it 
a  sufficiently  precise  scientific  formula. 

We  must,  in  the  first  place,  settle  what  we  are  to 
understand  by  a  certain  use  of  capital  and  labour.  By 
that  we  may  mean  a  certain  amount  of  capital-disposal 
together  with  a  certain  amount  of  labour.  We  may  also, 
in  a  more  general  way — assuming  that  the  prices  of  the 
use  of  capital  and  labour  (or  interest  and  wages)  remain 
constant — speak  of  the  unit  of  application  of  capital  and 
labour  as  a  certain  sum  used  for  buying  the  co-operation 
of  these  factors  of  production — say,  one  pound. 

Let  us  now  suppose  that  on  a  given  piece  of  land  such 
units  of  capital  and  labour  are  applied  successively.  Pro¬ 
bably,  in  practice,  there  will  then  be  certain  irregularities 
in  the  corresponding  increased  returns,  but  on  the  whole 
these  returns  will  exhibit  a  curve  that  rises  at  first,  and 
then  gradually  descends.  At  first,  when  the  tilling  of  the 
ground  is  quite  inadequate,  a  new  unit  will  generally  give 
a  larger  increased  return  than  the  preceding.  But  sooner 
or  later  we  come  to  a  point  where  the  increase  of  return 
corresponding  to  the  last  unit  of  capital  and  labour 
reaches  a  maximum,  and  then  begins  to  descend  asympto¬ 
tically  towards  zero.  Yet  the  total  return  increases, 
calculated  per  unit  of  the  use  of  capital  and  labour.  It 
is  only  later  that  we  come  to  a  point  where  this  return 
per  unit  of  use  reaches  its  maximum,  and  from  which 

•  J.  Stuart  Mill,  Principles,  Book  I.,  ch.  xii.,  §  2, 
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onward  it  descends  asymptotically  toward  zero.  The 
necessity  of  this  phenomenon,  which  is  the  real  content 
of  the  law  of  decreasing  returns  on  land,  becomes  clear 
when  we  reflect  that  to  suppose  the  opposite  would  mean 
that  it  was  possible  to  raise  a  crop  of  any  size  whatever 
on  a  given  area.  The  last  point  given  indicates  the  limit 
to  which  capital  and  labour  can  economically  be  used  on 
a  given  area,  when  there  is  no  ground  rent  to  pay.  Before 
the  limit  is  reached,  the  cost  of  production  per  unit  of  the 
product  can  be  reduced  by  the  use  of  further  capital  and 
labour  on  the  given  area.  Once  the  limit  is  passed,  the 
use  of  capital  and  labour  on  new  land  of  the  same  quality 
will  be  more  profitable,  as  the  use  of  this  land  costs 
nothing,  and  so  the  cost  of  production  per  unit  of  the 
product  already  reached  need  not  be  exceeded. 

Up  to  this  we  have  considered  the  return  only  in 
connection  with  the  application  of  capital  and  labour. 
But  we  may  also  relate  it  to  the  total  cost,  or  to  the  sum 
of  the  use  of  capital  and  labour  and  the  ground  rent. 
This  return  per  unit  of  the  total  cost  has  also,  of  course, 
a  maximum;  after  a  certain  point  it  will  decrease,  when 
there  is  an  increasing  use  of  capital  and  labour.  But  this 
point  is  more  remote  than  the  point  where  the  return 
based  on  the  cost  of  capital  and  labour  alone  reaches  its 
maximum.  Because,  though  from  this  point  onward  the 
total  return  increases  relatively  more  slowly  than  the 
cost  of  capital  and  labour,  for  a  time  it  increases  more 
rapidly  than  the  total  cost,  which  includes  the  fixed 
amount  of  the  ground  rent.  The  maximum  point  for  the 
return  per  unit  of  the  total  cost  also  is  not  fixed;  it 
recedes  further  and  further,  if  the  ground  rent  increases. 

If  a  ground  rent  has  to  be  paid,  a  larger  application 
of  capital  and  labour  on  the  given  land  is  economically 
justified  than  if  the  land  were  to  be  had  for  nothing. 
For,  although  a  new  unit  of  capital  and  labour  yields 
a  smaller  return  on  the  old  land  than  it  would  on  new 
land  of  the  same  acreage,  the  use  of  the  unit  in  question 
on  the  old  land  is  more  profitable  because  a  new  ground 
retit  is  avoided. 
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The  fact  that  a  definite  increased  return  can  be  got 
by  using  more  capital  and  labour  on  a  given  area  must  be 
taken  in  conjunction  with  the  similar  fact  that  a  definite 
increased  return  can  also  be  got  by  using  a  larger  area  of 
land.  We  have  here,  in  fact,  two  rival  means  of  produc¬ 
tion — use  of  land,  and  use  of  capital  and  labour.  Their 
competition  is  governed  by  the  principle  of  substitution. 
In  general  a  certain  small  amount  of  land  can  be  replaced 
by  a  certain  small  amount  of  capital  and  labour,  and 
vice  versa ,  without  altering  the  outcome  of  production. 
The  proportion  of  the  substitutable  increases  depends 
upon  the  relative  total  amounts  that  are  already  used  in 
production. 

How  much  of  one  or  the  other  means  of  production 
ought  economically  to  be  used  cannot  be  determined 
until  the  prices  of  the  two  are  fixed.  The  principle  of 
substitution  requires  that  the  final  mutually  substitutable 
quantities  of  the  two  means  of  production  used  in  pro¬ 
duction  shall  have  the  same  price  (§  13).  This  condition, 
as  we  have  seen,  settles  the  economic  direction  of  pro¬ 
duction  and  also  the  pricing  problem.  By  the  combina¬ 
tion  of  the  two  means  of  production  which  the  principle 
of  substitution  requires  the  return  per  unit  of  the  total 
cost  reaches  a  maximum.  If  the  use  of  capital  and 
labour  on  a  given  piece  of  ground  is  smaller  than  it  ought 
to  be  according  to  the  principle  of  substitution,  the 
return  per  unit  of  the  total  cost  can  be  increased  by  using 
more.  But  if  the  requirement  of  the  principle  of  sub¬ 
stitution  is  already  fulfilled,  a  further  application  of 
capital  and  labour  will  clearly  reduce  the  returns  per  unit 
of  cost.  In  the  first  case  the  business  is  in  the  sign  of 
increasing,  in  the  second  of  decreasing,  returns.  And 
this  is  equally  true  if  we  take  the  application  of  capital 
and  labour  to  be  fixed  and  the  area  in  question  to  be 
variable.  On  a  definite  area  the  cheapest  production  is 
effected.  Every  further  extension  of  the  area,  and  every 
reduction  of  it,  will  reduce  the  returns  per  unit  of  cost. 
The  complete  relativity  of  the  idea  of  “  decreasing  and 
increasing  returns  ”  is  thus  put  in  its  proper  light.  The 
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situation,  moreover,  is  not  peculiar  to  agriculture.  In 
all  production  the  return  per  unit  of  cost  must  fall 
whenever  the  combination  of  the  amounts  of  the  sub¬ 
stitutable  means  of  production  differs  from  that  which  is 
required  by  the  principle  of  substitution  and  gives  the 
maximum  return  per  unit  of  cost. 

In  what  proportion  land  and  the  other  factors  of 
production  should  be  combined  depends,  according  to 
the  principle  of  substitution,  upon  the  relative  prices  of 
the  use  of  the  land  and  of  the  other  factors;  and  each  pro¬ 
ductive  factor  the  price  of  which  rises  must  be  replaced 
by  the  others.  If  in  any  country  wages  rise,  while  ground 
rent  remains  the  same,  we  shall  find  the  farmers  reduce 
the  number  of  workers  in  proportion  to  the  cultivated 
area.  If  ground  rent  rises,  the  prices  of  the  other  factors  of 
production  remaining  constant,  the  application  of  capital 
and  labour  per  unit  of  the  area  required  by  the  principle 
of  substitution  must  increase.  There  will  have  to  be  a 
more  “  intensive  ”  cultivation  of  the  dearer  land.  This 
thesis  is  very  important  in  its  application  to  agriculture 
in  different  countries.  But  a  further  substitution  of 
capital  and  labour  for  use  of  the  land  means  a  relative 
reduction  of  the  demand  for  land.  This  is  our  second 
reaction  to  a  rise  of  ground  rents.  The  reaction  is  feeble, 
if  capital  and  labour  are  already  used  so  much  that  a 
further  use  of  this  group  of  factors  of  production  on  the 
same  land  brings  about  only  a  relatively  small  increase 
of  the  produce.  If  the  substitution  is  carried  very  far — 
in  other  words,  if  the  intensity  of  the  agriculture  is  already 
considerable — the  reaction  to  a  rise  of  ground  rent  is  much 
enfeebled,  and  we  approach  the  condition  of  absolute 
scarcity  of  land  from  which  we  set  out  in  this  investigation. 

To  this  analysis  of  the  significance  of  the  principle 
of  substitution  in  the  fixing  of  rent  we  must  append 
certain  consequences  as  regards  our  conception  of  the 
general  pricing  process  and  the  position  of  ground  rent, 
within  it. 

The  unit- price  of  the  product  must  naturally,  in  a 
state  of  equilibrium,  be  equal  to  the  total  cost  per  unit  of 
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the  product,  and  it  therefore  includes  both  the  cost  of 
capital  and  labour  and  the  ground  rent.  This  thesis, 
however,  should  be  regarded  merely  as  a  necessary  agree¬ 
ment,  and  should  not  be  interpreted  to  mean  that  the 
cost  of  production,  including  the  ground  rent,  is  the  cause 
of  the  price  of  the  product.  The  price  of  the  product 
and  the  prices  of  the  factors  of  production  are,  as  we  saw, 
never  connected  as  cause  and  effect;  the  two  groups  of 
prices  are  simultaneously  determined  by  the  independent 
factors  of  the  pricing  process.  If  in  the  present  case  we 
take  the  prices  of  the  means  of  production — the  ground 
rent  and  the  price  of  the  use  of  capital  and  labour — as 
given  for  the  time  being,  then  the  principle  of  substi¬ 
tution  says  in  what  proportion  these  two  groups  of  means 
of  production  are  to  be  combined,  or  how  much  of  them 
must  be  used  to  produce  a  unit  of  the  product.  This 
settles  the  cost  of  production  of  wheat,  and  therefore  its 
price.  At  this  price  the  demand  for  wheat  is  restricted 
to  a  certain  amount,  and  this  amount  must  agree  with 
the  amount  of  the  product.  This  amount  of  the  product 
is  settled  on  the  other  hand  by  the  condition  that  the 
whole  available  area  of  land,  together  with  a  quantity  of 
capital  and  labour  determined  by  the  principle  of  sub¬ 
stitution,  shall  be  utilised.  We  thus  come  to  an  equation 
which  determines  the  ground  rent  relatively  to  the  price 
for  the  unit  of  use  of  capital  and  labour.  (Further  we 
cannot  go,  because  the  prices  of  the  use  of  capital  and 
labour  are  only  settled  in  connection  with  the  pricing 
process  as  a  whole,  which  takes  into  account  the  rest  of 
the  demand  for  these  factors  of  production.)  In  treating 
the  problem  thus  the  ground  rent  receives  its  natural 
position  in  the  pricing  process,  co-ordinated  with  the 
other  costs  of  production,  and  the  direct  dependence 
of  the  ground  rent  on  the  factors  which  regulate  prices 
generally  becomes  quite  clear.  It  need  not  be  specially 
pointed  out  that  this  conception  of  ground  rent  as  an 
integral  part  of  the  cost  of  production  agrees  very  well 
with  the  ideas  of  practical  business  life. 

It  follows  that  the  agriculturist  must  use  capital  and 
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labour  on  land  for  which  he  has  to  pay  a  certain  rent  up 
to  the  point  when  it  is  immaterial  whether  a  certain 
sum  of  money  is  used  for  further  use  of  land  or  more 
capital  and  labour.  Given  this  proportion  of  the  two 
groups  of  means  of  production,  as  required  by  the  prin¬ 
ciple  of  substitution,  the  price  of  the  product  is  not  only 
equal  to  the  entire  cost  of  production  per  unit  of  the 
quantity  of  the  product,  but  also  equal  to  the  cost  of  the 
additional  capital  and  labour  or  the  equal  cost  of  the 
additional  land  that  is  required  for  a  further  unit  of  the 
product. 

This  truth,  which  is,  naturally,  the  same  for  both 
of  the  rival  means  of  production,  has  been  one-sidedly 
applied  to  the  use  of  capital  and  labour.  It  has  been 
sought  to  base  the  whole  theory  of  pricing  on  the  thesis 
that  the  price  of  the  product  of  land  is  settled  by  the  cost 
of  that  use  of  capital  and  labour  which  is  necessary  to  get 
the  last  unit  of  product  on  a  given  area.  It  has  been 
inferred  from  this  thesis  that  the  price  of  the  product 
depends  entirely  on  the  cost  of  labour  and  capital — 
namely,  on  the  margin  of  the  use  of  capital  and  labour 
on  a  given  area — and  that,  therefore,  the  scarcity  of  land 
means  no  exception  to  the  general  rule  that  prices  of 
products  are  determined  by  the  cost  of  labour  and 
capital.  This  theory  culminates  in  the  famous  thesis 
of  Ricardo,  that  the  ground  rent  is  not  an  element  of 
the  cost  of  production  or  of  the  price  of  the  product. 
This  would  put  land  in  a  special  position  as  a  factor  of 
production;  and  a  basis  is  thus  provided  for  a  differentia¬ 
tion  between  rent  and  the  prices  of  the  other  factors  of 
production  which,  in  its  consequences,  must  affect  the 
whole  work  of  theoretical  economics,  and  is,  perhaps,  most 
clearly  seen  in  Marshall’s  great  work. 

The  real  content  of  this  theory  is  best  seen  when  one 
realises  that  in  the  same  way  and  with  equal  justice  one 
might  draw  up  the  thesis  that  “  the  price  of  the  products 
of  land  is  determined  by  the  cost  of  that  additional  use 
of  the  land  which  is  needed  to  obtain  the  final  unit  of 
product  on  a  given  use  of  capital  and  labour.”  From  this 
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thesis  one  might  also  conclude  that  the  price  of  the  pro¬ 
duct  depends  entirely  upon  the  cost  of  the  marginal  use 
of  land,  and  that,  consequently,  the  cost  of  capital  and 
labour  is  not  an  element  of  the  cost  of  production.  No 
one  can  doubt  that  this  argument  is  much  too  artificial 
to  be  taken  seriously. 

This  equivalence  of  capital  and  labour  on  the  one  hand 
and  use  of  land  on  the  other  is  obvious  to  the  practical 
agriculturist.  It  must  often  seem  to  him  that  the  use  of 
capital  and  labour  is  the  relatively  fixed  factor,  and  the 
extent  of  use  of  land  is  conspicuously  variable.  But  for 
a  whole  national  economy — it  may  be  said — the  supply 
of  land  is  given,  whereas  the  use  of  capital  and  labour 
on  the  same  land  is  variable.  In  this,  however,  the  fact 
is  overlooked  that  the  ground  rent  can  only  be  deter¬ 
mined  in  connection  with  the  pricing  process  of  the 
economy  as  a  whole.  When  we  look  at  the  exchange 
economy  in  its  entirety,  the  available  quantities  of 
command  of  capital  and  of  labour,  as  well  as  of  land, 
must  be  regarded  as  given  at  any  particular  moment. 
The  fixing  of  prices  is  bound  up  with  the  condition  that 
these  given  quantities  of  the  means  of  production  shall 
be  entirely  utilised.  In  this  respect  there  is  no  difference 
between  capital  and  labour  and  land.  Another  thing 
is  that  the  presuppositions  of  pricing  in  a  self-contained 
country  with  an  increasing  population  and  growing  wealth 
of  capital  change  in  the  course  of  time,  and  that  the 
amount  of  land  is  to  be  regarded  as  relatively  fixed,  and 
the  quantities  of  the  other  factors  of  production  as  the 
more  variable  element.  This  is  certainly  very  important 
in  connection  with  the  historico- dynamical  treatment  of 
the  development  of  prices. 

Each  process  of  production  is  in  reality  to  be  con¬ 
ceived  as  an  indivisible  unity  in  so  far  as  the  cost  of  pro¬ 
duction  is  related  to  the  total  product  of  the  single 
productive  process,  and  includes  all  the  costs  that  are 
required  in  making  this  total  product.  This  is  the  natural 
starting-point  of  the  theory  of  pricing.  If  two  factors 
of  production  which  may  be  continually  substituted  for 
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each  other  co-operate  in  a  productive  process,  one  can 
mentally  take  one  as  fixed  and  divide  the  other  into  small 
equal  doses,  and  thus  break  up  the  product  into  the  parts 
which  are  produced  by  these  successive  doses.  The 
earlier  parts  of  the  product  must  in  that  case  naturally 
be  larger  than  the  later.  The  price  of  the  last  part 
corresponds  only  with  the  price  of  the  last  dose  of  the 
second  productive  factor;  and  thus  price  determines  the 
price  of  the  product.  We  may,  if  we  choose,  conclude 
from  this  that  it  is  only  the  price  of  the  second  factor 
of  production  that  is  an  element  of  the  cost  of  production 
and  the  price  of  the  product.  The  prices  of  the  other 
and  larger  parts  of  the  product  exceed  the  price  of  the 
corresponding  application  of  the  second  factor  of  pro¬ 
duction.  The  total  use  of  this  factor  therefore  yields 
a  profit  in  excess  of  the  cost  of  it,  and  this  we  may  ascribe 
to  the  first  productive  factor,  assumed  to  be  fixed,  and, 
if  it  is  durable,  describe  as  the  “  rent  ”  of  it;  which  puts 
this  rent  outside  the  pricing  process.  It  cannot  be  denied 
that  in  this  way  a  formally  unassailable  theory  of  prices 
can  be  framed.  But  the  advantages  of  so  artificial  a 
treatment  of  the  problem  are  doubtful. 

When  it  is  said  that  the  price  of  wheat  is  settled  by  the 
cost  of  that  use  of  capital  and  labour  which  is  necessary 
to  get  the  last  bushel  of  wheat  on  a  given  area,  we 
must  be  careful  not  to  see  in  this  marginal  cost  an 
objective  factor  of  the  price  of  wheat.  The  marginal 
cost  in  question  is  not  settled  until  we  know  where  the 
margin  is :  that  is  to  say,  until  we  know  how  much  capital 
and  labour  can  economically  be  used  on  the  given  area. 
The  position  of  the  margin  may,  however,  as  we  showed, 
be  determined  by  the  principle  of  substitution  when  we 
know  the  prices  of  the  rival  groups  of  means  of  produc¬ 
tion.  If  we  proceed  in  this  way,  the  price  of  the  product 
will  again  be  expressed  in  the  prices  of  the  whole  of  the 
means  of  production  (including  ground  rent).  We  may, 
of  course,  choose  two  other  prices  as  the  unknown  quan¬ 
tities  of  the  problem.  If  one  takes  for  granted  the  price 
of  the  product  and  the  price  of  the  unit  of  use  of  capital 
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and  labour,  the  margin  of  the  use  of  capital  and  labour 
in  a  given  area  can  be  determined  by  remembering  that 
the  last  dose  of  capital  and  labour  must  have  a  price  that 
is  equal  to  the  price  of  the  product  obtained  with  this 
dose.  This  settles  the  use  of  capital  and  labour  on  the 
whole  of  the  land,  and  consequently  the  entire  amount 
of  the  product.  As  this  has  to  be  equal  to  the  existing 
demand  for  the  product  at  the  given  price,  we  get  an 
equation  which  expresses  the  price  of  the  product  in 
the  price  of  the  use  of  capital  and  labour,  and  the  problem 
is  solved.  In  this  process,  which  comes  nearest  to  the 
argument  of  classical  economics,  the  ground  rent  can 
only  be  calculated  after  the  main  task  is  accomplished. 
This  caused  classical  economics  to  regard  the  ground  rent 
merely  as  a  secondary  outcome  of  the  pricing  process 
and  put  the  whole  phenomenon  of  a  development  of 
rent  outside  the  pricing  process  proper.*  It  might  be 
felt  that  here  rather  too  far-reaching  conclusions  are 
drawn  from  a  purely  formal  treatment  of  the  pricing 
problem,  which  is  by  no  means  necessary,  and  may,  as 
we  have  shown,  be  replaced  just  as  well  by  some  other 
treatment  which  more  faithfully  reflects  the  real  pro¬ 
cesses.  As  a  matter  of  fact,  however,  ground  rent  has 
essentially  the  same  position  amongst  the  costs  of  pro¬ 
duction  as  the  prices  of  the  other  factors  of  production. 

We  come  to  the  third  reaction  to  an  assumed  rise 
of  ground  rents.  This  consists  in  an  extension  of  the 
cultivated  land.  The  conditions  under  which  such  ex¬ 
tension  is  possible  are  clearly  very  important  as  regards 
the  ground  rent.  In  an  old  country  this  is,  as  a  rule, 
only  possible  by  taking  up  land  of  a  poorer  sort  or  in  a 

*  See  Marshall,  Principles,  Book  V.,  ch.  viii.,  §  2,  “  Restatement  of  the 
Classical  Doctrines.”  It  is  obviously  wrong,  as  Marshall  observes,  to 
represent  the  ground  rent  as  a  factor  regulating  the  price  of  the  product. 
But  that  applies  also  to  the  price  of  every  other  factor  of  production. 
The  prices  of  all  the  means  of  production  and  products  have  the  same 
position  in  the  pricing  problem  as  unknown  quantities  which  are  settled 
only  by  the  independent  determining  factors  of  the  pricing  process,  and 
then  all  settled  together.  We  see  here  the  one-sidedness  of  Marshall’s 
idea  of  “  reciprocal  dependence.” 
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worse  position — land  of  an  inferior  quality.  Possibly 
in  this  way  a  good  deal  of  land  of  different  qualities  has 
already  been  brought  under  cultivation.  Here,  where 
■we  wish  to  consider  the  conditions  of  the  cultivation  of 
new  land,  we  need  not  notice  this.  It  is  enough  for  us 
to  compare  the  new  land  with  land  already  tilled  of  a 
certain  quality.  We  may  then  establish,  first,  that  the 
cost  of  production  would  be  higher  on  the  as  yet  untilled 
land,  though  it  bears  no  ground  rent,  than  on  the  old 
cultivated  land,  including  its  rent.  If  this  were  not  the 
case,  it  would  be  better  to  cultivate  new  land  than  pay 
rent  for  old. 

The  force  of  the  reaction  to  the  rise  of  the  rent  of  the 
old  land  is  clearly  greater  in  proportion  to  the  smallness 
with  which  the  cost  of  production  on  the  new  land  exceeds 
the  old  cost  of  production  on  the  rent-bearing  land,  and 
to  the  extent  of  the  area  of  the  land  which  it  becomes 
possible  to  cultivate  because  of  a  small  advance  of  the 
old  ground  rent.  If,  on  the  other  hand,  it  is  very  feeble 
— if  any  considerable  extension  of  cultivation  were  only 
possible  by  taking  up  land  with  a  heavy  cost  of  produc¬ 
tion — then  the  rise  of  the  old  ground  rent  is  little  re¬ 
stricted  on  this  side;  it  is  regulated  almost  as  if  there 
were  an  absolute  scarcity  of  land. 

It  follows  that  a  rise  of  the  old  ground  rent  is  the 
normal  condition  of  an  extension  of  cultivation.  Never¬ 
theless,  the  cultivation  of  new  ground  is  occasionally 
possible  without  any  alteration  of  the  old  ground  rent. 
The  breaking  up  of  new  land  generally  requires  capital 
for  drains,  uprooting,  deep  ploughing,  roads,  etc.,  and 
to  that  extent  it  is  in  the  nature  of  a  production  of  land. 
This  cost  may  be  so  great  that  at  times,  when  capital 
was  scarce  and  interest  high,  it  could  not  be  undertaken, 
and  the  land  in  question  remained  unused.  Cultivation 
was  confined  to  areas  where  the  initial  cost  was  not  so 
great.  This  was  common  enough  in  the  early  stages  of 
colonising  new  countries.  When  the  interest  afterwards 
falls,  say  from  12  to  6  per  cent.,  it  is  possible  to  enlarge 
the  cultivated  area  considerably.  The  cost  of  production 
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on  the  new  land  need  not  then  exceed  the  cost  on  the 
old;  in  fact,  the  extension  of  cultivation  may  be  accom¬ 
panied  by  a  fall  of  the  old  ground  rents.  In  any  case, 
this  possibility  of  breaking  up  new  land  is  obviously  a 
serious  impediment  in  the  way  of  a  rise  of  the  old  ground 
rents. 

Advances  in  agricultural  science  also  may  facilitate 
the  cultivation  of  new  land  without  raising  the  old  ground 
rents.  There  may  be  changes  which  will  cut  down 
appreciably  the  cost  of  production  on  certain  hitherto 
unexploited  qualities  of  the  land,  so  that  it  can  compete 
with  the  older  land.  It  is  not  to  be  expected  that  the 
various  areas  will  be  cultivated  in  the  order  that  seems  to 
be  dictated  by  the  present  condition  of  agriculture  and 
the  national  economy  generally. 

When  pieces  of  land  of  different  quality  are  cultivated 
together,  the  ground  rent  becomes  a  differential  rent , 
based  upon  the  difference  between  the  amount  of  pro¬ 
duce  obtained  with  the  same  application  of  capital  and 
labour  on  different  pieces  of  land.  In  view  of  the  great 
number  of  features  which  fix  the  quality  of  land  and 
the  vast  extent  and  varied  nature  of  the  land,  we  may 
generally  assume  that  there  is  land  of  every  conceivable 
quality.  The  worst  land  taken  up  for  agricultural  pur¬ 
poses  then  has  no  rent,  and  the  rent  of  the  better  land 
is  conceived,  in  harmony  with  Ricardo’s  formula,  as  the 
difference  between  the  amount  of  produce  that  can  be 
obtained  with  the  same  application  of  capital  and  labour 
on  this  land  and  on  rent-free  land.  However,  this 
generally  accepted  theory  of  ground  rent  leaves  a  good 
deal  to  be  desired  in  the  way  of  clearness.  It  remains 
indeterminate  how  much  land  in  both  cases  is  to  be 
cultivated  with  the  given  outlay  of  capital  and  labour. 
We  might  suppose  that  the  comparison  refers  to  two 
pieces  of  land  of  the  same  acreage.  But  that  is  impossible, 
because,  as  a  rule,  the  area  that  would  be  suitable  in  one 
case  for  the  given  amount  of  capital  and  labour  would  be 
unsuitable  in  the  other  case.  It  is  clear  that  we  must 
take  into  account  the  fertility  of  the  two  qualities  of 
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land,  and  that  in  both  cases  we  must  choose  the  best 
combination  of  acreage  and  use  of  capital  and  labour. 
Which  is  the  best  combination  cannot  be  settled  as 
regards  the  better  rent-bearing  land  until  the  rent  (or — 
which  comes  to  the  same  thing — the  price  of  the  product) 
is  given.  This  apparently  very  simple  conception  of 
ground  rent  as  a  differential  rent  is  thus  rather  com¬ 
plicated  by  the  simultaneous  action  of  the  principle 
of  substitution.  It  seems  that  we  shall  not  get  very  far 
with  the  difference  of  product  of  the  better  and  the 
worse  land  as  the  determining  factor  of  ground  rent. 

But  even  if  there  were  not  this  complication,  and  if  we 
simplified  the  problem  in  the  extreme  by  taking  the 
amount  of  capital  and  labour  that  can  be  used  on  a  given 
area,  or  for  any  particular  quality  of  land,  as  absolutely 
fixed,  we  still  could  not  take  the  surplus  of  the  produce 
of  the  rent-bearing  land  over  that  of  the  rent-less  land 
as  an  independent  determining  factor  of  ground  rent; 
because  the  extent  of  cultivation,  and  therefore  the 
position  of  the  margin  of  cultivation  and  the  quality  of 
the  rent-less  land,  is  just  as  much  determined  by  the 
ground  rent  as  vice  versa.  In  general  the  explanation 
of  ground  rent  as  a  surplus  over  the  amount  of  produce 
of  waste  land  is  not  very  satisfactory.  The  ground  rent 
of  land  of  a  certain  quality  is  in  its  innermost  nature  a 
scarcity  price,  referring  primarily  to  this  land  and  deter¬ 
mined  by  the  supply  of  and  demand  for  it.  The  simul¬ 
taneous  existence  of  worse  land  that  may  enter  into 
competition  with  the  better  may,  it  is  true,  bring  down 
a  little  the  scarcity-price,  but  it  cannot  give  the  ground 
rent  an  entirely  different  nature.  The  one-sided  stress 
on  the  differential  element  is  apt  to  give  the  idea  that  the 
existence  of  inferior  land  is  somehow  essential  to  the 
ground  rent  of  the  better.  As  a  matter  of  fact,  this 
ground  rent  by  no  means  depends  for  its  existence  on  the 
presence  of  the  inferior  land;  on  the  contrary,  it  is  merely 
reduced  on  that  account !  If  in  any  country  the  last 
quality  of  land  used  were  scarce  relatively  to  the  demand, 
it  would  have  to  bear  a  rent,  and  this  would  clearly  be 
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a  scarcity-rent.  We  must  insist  that  our  theory  of  prices 
shall  include  a  conceivable  case  of  that  kind.  For  the 
real  nature  of  ground  rent  it  is  not  an  essential  matter 
that  there  shall  be  rent-free  land  on  the  margin  of  culti¬ 
vation.  If  any  theory  of  prices  essentially  includes  this 
presupposition,  it  is  a  proof  that  the  theory  is  artificial; 
and  we  may  be  sure  that,  in  spite  of  its  formal  accuracy, 
it  does  not  reach  the  heart  of  the  matter. 

Now  let  us  come  a  step  nearer  to  reality  by  considering 
the  fact  that  agriculture  can  obtain  many  different  pro¬ 
ducts  on  the  same  land.  The  worst  land  on  which  wheat 
is  grown  has  a  rent,  because  it  could  be  used  for  growing 
other  things,  such  as  potatoes.  The  classical  theory  was 
never  able  to  give  a  quite  satisfactory  explanation  of  this. 
Certainly  the  thesis  that  ground  rent  is  not  a  part  of  the 
price  of  the  product  may  even  here  be  formally  maintained. 
We  have  only  to  suppose  that  the  application  of  capital 
and  labour  in  growing  wheat  is,  in  accordance  with  the 
principle  of  substitution,  pushed  to  the  limit  of  the 
profitable.  Here  we  see  very  clearly  that  a  theory  which 
thus  turns  on  the  margin  of  cultivation  must  lose  an 
essential  part  of  the  real  content  of  the  pricing  problem. 
The  economic  significance  of  a  pricing  of  the  factors 
of  production  comes  out  most  clearly  in  the  uniform 
regulation  which  it  secures  of  the  demand  for  the  various 
products  that  are  made  with  the  aid  of  these  factors,  and 
in  the  most  economical  use  of  the  factors  which  this 
implies.  Hence  the  ground  rent  has  the  very  important 
aim  in  the  pricing  process  of  restricting  uniformly  (rela¬ 
tively  to  the  demands  for  the  utility  of  the  land)  the 
demands  for  the  various  products  of  the  land,  and  thus 
of  regulating  the  use  of  the  land  for  different  purposes. 
This  function  the  ground  rent  discharges  by  forming  an 
integral  part  of  the  cost  of  production  of  every  product 
that  is  obtained  from  that  land.  A  number  of  different 
agricultural  products  compete  for  the  use  of  one  and 
the  same  land.  The  fact  that  this  land  yields  a  certain 
rent  when  it  grows  potatoes  is  not  without  bearing  upon 
the  price  of  wheat.  On  the  contrary,  the  ground  rent, 
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since  it  must  be  the  same  in  every  branch  of  production, 
has  a  uniform  significance  for  the  prices  of  all  the  products 
of  the  same  piece  of  land.  It  seems  impossible  to  get  a 
definite  idea  of  these  very  important  processes  and  connec¬ 
tions  unless,  as  we  have  done  here,  we  take  the  ground  rent 
as  an  equal  factor  of  the  pricing  process  together  with  the 
other  prices. 

This  study  of  ground  rent  refers  directly  to  an  ex¬ 
change  economy  with  private  ownership  of  land.  Our 
argument  is,  however,  based  essentially  only  upon  the 
necessity  of  restricting  the  demand  for  products  of  the 
land  by  a  uniform  pricing  of  the  factors  of  production, 
especially  the  use  of  the  land,  in  accordance  with  the 
general  principles  of  pricing.  Since  there  is  the  same 
necessity  in  every  economy,  as  we  have  seen,  our  results 
apply  in  the  main  to  the  exchange  economy  generally. 
A  Socialist  community,  owning  the  whole  of  the  land  and 
conducting  agricultural  production  collectively,  would 
have  to  count  ground  rent  in  its  prices  just  as  well  as  an 
economy  based  upon  the  private  ownership  of  land,  and 
would  draw  an  income  in  the  form  of  ground  rent. 
Socialist  production  and  ownership  would  no  more  be 
able  to  abolish  “idle  income”  in  this  case  than  in  the 
case  of  the  use  of  capital.  That  Socialism  might  make  a 
different  use  of  the  income  does  not  alter  the  nature  of 
the  matter.  The  significance  of  ground  rent  as  a  regu¬ 
lator  of  the  economically  sound  use  of  capital  and  labour 
on  the  land,  the  extent  of  the  cultivated  area,  and  the 
relative  prices  of  the  various  products  of  the  land,  would 
be  essentially  the  same  under  Socialism  as  it  now  is. 

§  30.  The  Pricing  of  Natural  Materials. 

As  natural  materials  are  not  durable  goods,  we  have 
in  regard  to  them  not  to  distinguish  a  special  price  of 
their  use  from  the  price  of  the  goods.  The  prices  of 
natural  materials  are  simply  prices  of  consumable  articles 
that  are  found  in  nature.  When  these  materials — coal 
and  ore,  for  instance — are  got  by  mining  and  conveyed 
to  the  consumers,  they  have  prices;  and  these  usually 
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consist  for  the  most  part  of  the  cost  of  the  capital  and 
labour  thus  sacrificed,  and  only  to  a  slight  extent  are  prices 
of  the  materials  as  they  exist  in  the  bosom  of  nature.  We 
will  now  study  these  latter  prices. 

The  total  quantity  of  ore  that  exists  in  a  certain  mine 
cannot  be  got  all  at  once;  mining  must  be  spread  over 
a  long  period  of  time.  Hence  the  value  of  the  total 
amount  is  not  simply  equal  to  the  product  of  the  total 
amount  and  the  unit- price.  The  value  of  the  ore  that  will 
be  got  in  the  future  must  be  reduced  to  the  present  at 
the  current  rate  of  interest :  in  other  words,  the  value  of 
the  total  stock  is  the  present  value,  calculated  at  the 
current  rate  of  interest,  of  all  the  quantities  of  ore 
which  are  gradually  obtained  during  the  working  of  the 
mine.  Interest  and  sinking  fund  are  yielded  by  the  annual 
output  on  this  capital  value  of  the  mine.  Naturally, 
the  interest  on  the  capital  value  is  in  the  first  years  the 
greater  part  of  the  annual  charge  by  which  the  capital 
value  is  paid  off,  or  the  greater  part  of  the  selling  price 
of  the  material;  whereas  in  later  years  the  sinking  fund  is 
the  larger  element.  Hence  in  the  case  of  a  mine  of  long 
period  of  working  the  price  of  the  annual  yield  of  material 
is  mainly  in  the  nature  of  an  interest  on  the  capital  value 
of  the  mine,  and  therefore,  to  some  extent,  in  the  nature 
of  a  price  paid  for  the  use  of  a  durable  good — a  rent. 
This  explains  why  the  income  that  a  mine- owner  derives 
from  his  property  is  taken  to  be  a  rent,  and  put  on  the 
same  footing  as  the  rent  of  the  land-owner.*  A  scientific 
treatment  of  the  pricing  problem  in  this  case,  however, 
cannot  be  content  with  analogical  considerations  of  that 
kind.  It  must  refer  directly  to  the  prices  of  materials, 
and  can  only  regard  the  price  of  the  mine  itself  as  a 
secondary  phenomenon. 

*  The  price  that  is  obtained  for  the  annual  output  as  such  represents 
the  whole  of  the  returns  of  the  ownership  of  the  mine.  This  sum  is, 
if  the  mine  worker  does  not  own  the  mine  himself,  paid  to  the  owner  in 
the  form  of  “  royalty.”  This  royalty  serves  both  as  liquidation  of  and 
interest  on  the  actual  capital  value  of  the  mine.  The  distinction  that 
Marshall  makes  between  “  rent  ”  and  “  royalty  ”  seems,  therefore,  one 
that  cannot  be  sustained  (. Principles ,  Book  V.,  ch.  viii.,  §  4,  note  1). 
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The  price  of  material  must  be  settled  as  the  price  of 
a  primary  factor  of  production,  by  the  general  pricing 
process.  It  is,  therefore,  primarily,  to  be  regarded  as  a 
scarcity- price,  to  be  determined  on  the  general  principle 
of  scarcity,  and  the  special  study  of  the  pricing  of  natural 
materials  may  confine  itself  to  an  investigation  of  the 
circumstances  which  regulate  the  supply  of  these  materials 
to  the  exchange  economy. 

The  statement  that  the  prices  of  natural  materials 
are  based  upon  the  scarcity  of  the  available  quantities 
of  them  seems,  perhaps,  at  first  sight  not  to  be  in  accord 
with  the  reality.  As  a  general  rule,  there  are  greater 
quantities  of  natural  materials  at  hand  than  we  can  use 
at  the  moment — say,  in  the  current  year.  How,  then, 
can  we  say  that  natural  materials  as  such  exist  in  such 
restricted  quantities  that  a  scarcity- price  must  be  put 
on  them  to  check  the  demand  ? 

In  order  to  answer  this  question,  we  must  bear  in 
mind,  first,  that  the  treasures  of  nature — the  total  amount 
of  ore  in  a  mine,  for  instance — cannot  be  got  all  at  once. 
The  working  of  a  mine  always  takes  time :  as  a  rule,  a  long 
series  of  years.  The  annual  output  of  ore  is,  therefore, 
much  more  limited  than  the  stock  of  ore  itself.  But  the 
period  of  working  is  not  settled  in  advance  by  technical 
factors;  it  may  be  shortened  if  the  costs  of  the  necessary 
extensions  of  equipment,  means  of  transport,  sources  of 
power,  etc.,  can  be  borne.  Even  in  regard  to  those 
primary  factors  of  production  which  we  have  called 
natural  materials,  therefore,  the  limitation  of  the  quan¬ 
tities  available  to  us  in  a  certain  period  is  not  absolute; 
it  is,  as  we  shall  see,  to  some  extent  determined  by  prices. 
If  the  said  means  of  production  exist  in  such  quantities 
that  they  suffice  for  getting  and  transporting  the  entire 
stock  of  ore,  any  increase  of  them  for  the  purpose  of 
working  the  mine  more  rapidly  will  mean  additional  cost 
that  must  be  spread  over  the  same  quantity  of  ore.  On 
the  other  hand,  if  we  suppose  that  the  price  of  the  ore 
remains  unchanged  at  the  place  of  consumption,  and 
therefore  the  selling  price  as  a  whole  is  fixed,  shortening 


282  GROUND  RENTS— NATURAL  MATERIALS 

the  period  of  working  will  have  the  advantage  of  securing 
the  price  of  sale  earlier.  The  mine- owner  who  works 
the  mine  himself  has  to  weigh  these  advantages  and 
disadvantages.  The  proper  way  to  do  this  is  to  reduce 
all  income  and  expenditure  during  the  period  of  working 
for  the  entire  concern  to  their  present  value.  Every 
increase  of  the  present  value  of  the  cost  of  capital  and 
labour  by  which  a  still  greater  increase  of  the  present 
value  of  the  results  of  the  sale  of  ore  can  be  obtained,  is 
good.  Hence  the  mine- owner  must,  during  the  period 
of  working,  invest  in  his  business  so  much  capital  that  the 
final  increase  of  the  present  value  of  the  cost  of  labour 
and  capital  is  outweighed  by  the  final  increase  of  the 
present  value  of  the  total  sales  which  it  secures. 

An  increase  of  the  outlay  for  capital  and  labour  can¬ 
not,  of  course,  increase  the  contents  of  the  mine,  but  may 
enable  the  owner  to  obtain  its  treasures  earlier;  and  this 
amounts  to  a  saving  of  interest.  If  the  selling  price  is 
fixed,  the  present  value  of  the  selling  price  is  equal  to 
the  total  selling  price  multiplied  by  a  factor  which — if, 
for  simplicity,  we  assume  an  even  distribution  of  the 
working  over  the  whole  period  of  working  —  depends 
only,  apart  from  the  rate  of  interest,  on  the  length  of 
the  period  of  working,  and  increases  with  every  shortening 
of  the  period.  Thus  shortening  the  period  always  means 
raising  the  present  value  of  the  sum  of  sales.  As  this  rise 
is  clearly  proportional  to  the  selling  price,  any  advance 
of  this  price  must  proportionately  increase  the  advantage 
of  shortening  the  period  of  working,  and  consequently, 
if  the  prices  of  the  use  of  capital  and  labour  remain  the 
same,  make  a  further  shortening  economical.  Every 
advance  of  the  price  that  is  paid  for  the  ore  at  the  place 
of  consumption  thus  makes  it  possible  to  meet  the  demand 
better. 

However,  the  question  how  rapidly  we  ought  to 
exploit  the  treasures  of  nature  has  another  side.  We 
must  keep  an  eye  to  the  wants  of  the  future  in  regulating 
our  present  consumption.  If  the  stores  in  nature  would 
be  exhausted  in  a  short  time  by  our  actual  consumption, 
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we  must  clearly  cut  down  our  consumption  as  far  as 
possible.  In  an  economy  based  upon  private  enterprise 
this  restriction  of  present  consumption  is  effected  by  the 
fact  that  the  advance  in  the  prices  of  natural  materials, 
which  must  occur  in  the  future,  in  consequence  of  the 
increasing  scarcity,  recommends  a  certain  economy  with 
the  materials.  If  the  expected  advance  in  prices  is  large 
enough  and  near  enough,  the  mine- owners  will  restrict 
the  output,  and  so  raise  the  present  price.  Hence  the 
prices  will  not  at  first  remain  constant  for  some  time,  and 
then  rise  indefinitely,  but  there  will  be  a  more  even, 
though  still  appreciable,  advance.  Thus  the  future 
scarcity  does  not  wait  until  the  future  to  affect  prices; 
it  actually  has  an  important  influence  on  prices. 

How  much  regard  for  the  future  private  enterprise 
will  have  depends  upon  the  rate  of  interest  as  well  as 
upon  the  above  circumstances.  The  higher  the  interest, 
so  much  the  higher  must  the  future  advance  of  prices  be 
to  counterbalance  the  loss  of  interest  involved  in  saving 
the  treasures  of  nature,  and  therefore  so  much  the  more 
generous  will  the  supply  of  the  present  be  as  compared 
with  the  future  supply.  We  must  further  notice  that  we 
cannot  tell  anything  with  certainty  as  to  how  the  future 
will  be  supplied.  New  deposits  may  be  discovered,  or 
the  demand  may  abate  in  consequence  of  the  discovery 
of  new  auxiliary  resources  or  methods;  as,  for  instance, 
happened  to  the  demand  of  the  iron-industry  for  wood- 
fuel  when  it  was  found  that  fossilised  fuel  could  be  used, 
at  least  as  regards  production  on  a  large  scale.  This 
uncertainty  about  the  state  of  the  markets  of  the  future 
means  that  saving  the  treasures  of  nature  for  the  future 
is  only  profitable  when  the  anticipated  rise  of  prices 
includes  a  considerable  premium  for  risk  as  well  as  interest 
on  capital,  and  consequently  the  present  supply  is  so  much 
the  richer.  When  the  supply  of  the  present  with  any 
natural  material  is  a  monopoly  in  the  hands  of  a  single 
man,  it  may  be  profitable  to  him  to  restrict  the  output 
more  than  would  be  done  simply  for  the  reasons  we  have 
given.  By  restricting  the  output  he  brings  about  a 
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certain  scarcity  of  the  actual  supply  of  the  material  to 
the  community,  and  therefore  a  rise  of  present  prices 
that  is  not  checked  by  competition,  but  corresponds 
entirely  to  his  restriction  of  the  output.  Hence  the 
monopolistic  control  of  the  sources  of  natural  materials 
tends  to  secure  more  regard  for  the  wants  of  the  future. 
When  trusts  make  natural  materials  dearer,  the  community 
is  forced  to  be  more  sparing  with  the  existing  supplies. 

When  the  organised  community  keeps  in  its  own  hands 
the  sources  of  natural  materials,  whether  because  it  is 
organised  on  Socialist  lines  or  otherwise,  it  confronts  the 
problem  of  regulating  the  relative  claims  of  the  present 
and  the  future  to  a  supply.  If  the  national  economy  in 
question  is  only  a  part  of  the  world- economy,  and  is 
therefore  in  economic  relations  with  other  communities, 
it  will  regulate  the  use  of  its  natural  materials,  on  the 
whole,  by  the  same  considerations  and  with  the  same 
regard  to  the  rate  of  interest  as  in  the  above  case;  though, 
perhaps,  a  little  more  concern  will  be  shown  for  the 
future.  But  in  a  complete  Socialist  system  there  is 
hardly  any  need  to  regulate  the  respective  supplies  of 
natural  materials  to  future  and  present  with  a  view  to  the 
current  rate  of  interest.  Just  as  a  Socialist  State  has,  in  a 
sense,  to  choose  the  rate  of  economic  progress,  and  thus 
fixes  the  conditions  which  determine  the  rate  of  interest, 
so  the  distribution  in  time  of  the  available  natural 
materials  is  for  the  isolated  community  which  controls 
these  materials,  an  indeterminate  factor  which  the  com¬ 
munity  must  settle  in  its  own  way.  Prices  are  not  a 
definite  problem  before  this  decision  has  been  made. 

The  general  socio-economic  object  of  fixing  prices  is 
to  regulate  the  demand  in  agreement  with  the  available 
means  to  meet  it.  In  regard  to  natural  materials  the 
fixing  of  prices  has,  as  we  have  now  seen,  also  the  special 
object  of  securing  a  proper  distribution  of  their  use  in 
point  of  time,  or  of  restricting  the  demand  in  such  a 
way  that  a  certain  degree  of  uniformity  in  the  supply  is 
secured,  at  least  for  a  time.  In  cases  where  the  stores  in 
nature  are  very  limited,  this  object  can  be  attained  only 
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in  a  very  relative  sense.  It  is,  as  we  see,  by  no  means  so 
definite  as  the  general  object  of  pricing. 

In  our  actual  economic  conditions  the  scarcity  of 
natural  materials  is  due  mainly  to  the  objective  economic 
frctors  we  have  indicated.  Still,  it  is  not  unusual  for  the 
State  to  intervene  in  the  interest  of  the  future,  or  at 
least  to  raise  the  actual  prices,  and  so  to  regulate  the 
distribution  of  the  use  of  them  in  point  of  time.  Certain 
measures  of  taxation — the  Chilian  tax  on  the  export  of 
saltpetre,  for  instance — have  that  effect.  But  policy 
may  aim  more  directly  at  that  object,  as  we  see,  for 
instance,  in  the  regulation  of  the  export  of  iron  ore  from 
Sweden.  The  present  scarcity  of  natural  materials  is,  in 
the  circumstances,  to  some  extent  due  to  arbitrary  rules. 

The  scarcity  of  natural  materials  depends  not  only 
on  the  extent  of  the  use  of  the  deposits,  but  also  upon 
the  extent  of  the  working  of  deposits  of  different  yield. 
When  two  iron  mines  with  the  same  quality  of  ore  supply 
a  foundry,  the  prices  of  the  ore  in  the  mines  must  be  so 
regulated  that  the  ores  will  have  the  same  price  at  the 
foundry;  the  difference  in  price  must  cover  the  difference 
in  cost  of  mining  and  transport.  If  there  are  only  these 
two  mines,  the  ore  in  the  natural  state  must  have  a  price, 
even  in  the  inferior  mine  from  the  above  point  of  view, 
if  a  sufficient  limitation  of  the  demand  can  only  be  effected 
by  means  of  a  proportionately  high  price  at  the  works. 
The  intensity  of  the  working  is  settled  in  the  case  of  both 
mines  by  the  prices,  for  reasons  given  above.  Hence, 
although  here  the  differential  principle  is  at  work  in 
fixing  the  price  of  the  ore  at  the  different  mines,  both 
prices  of  ore  are,  in  the  main,  scarcity-prices. 

If  there  are  many  mines,  and  we  suppose  that  the 
price  at  the  works  just  covers  the  cost  of  capital  and  labour 
of  the  ore  of  the  poorest  mine — the  “  last  ”  of  the  actually 
worked  mines — the  price  of  the  ore  in  this  mine,  is  equal 
to  zero,  and  in  the  other  mines  equal  to  the  difference 
by  which  the  cost  of  capital  and  labour  in  them  exceeds 
the  cost  of  capital  and  labour  in  the  “  last.”  Naturally, 
this  does  not  prevent  the  prices  of  the  ore  in  these  mines 
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from  being  primarily  scarcity- prices,  fixed  by  the  in¬ 
adequacy  with  which  the  demand  is  met.  If  we  were  to 
argue  here  on  the  analogy  of  the  usual  theory  of  ground 
rent,  we  should  say  that  the  price  that  is  paid  for  the  ore 
in  its  natural  condition  does  not  enter  the  price  at  the 
works,  and  consequently  not  the  price  of  the  various  iron 
products.  Because  the  price  of  the  ore  at  the  works  is 
settled  entirely  by  the  cost  of  capital  and  labour  at  the 
“  last  ”  mine,  where  nothing  is  paid  for  the  ore.  Against 
the  formal  correctness  of  this  statement  we  should  say 
just  as  little,  but  against  the  representation  of  the  pricing 
process  which  is  expressed  in  it  just  as  much,  as  in  the  case 
of  ground  rent.  At  all  events,  Marshall’s  attempt  to 
distinguish  between  the  two  cases,  and  recognise  the 
prices  which  are  paid  for  the  materials  in  nature  as  part 
of  the  prices  of  the  products,  but  not  recognise  as  such  the 
prices  that  are  paid  for  the  use  of  natural  land,  must  be 
considered  unsatisfactory.*  But  it  is  very  instructive 
that  even  Marshall  finds  himself  compelled  to  recognise 
the  prices  of  the  natural  materials  in  their  natural  con¬ 
dition  as  integral  parts  of  the  prices  of  the  products. 
That  cuts  the  ground  from  under  the  whole  of  his  dualistic 
theory  of  the  pricing  problem.  The  price  of  natural 
materials  is  a  pure  scarcity- price,  not  affected  by  any 
efforts  or  sacrifices.  If  such  a  price  must  be  recognised 
as  part  of  the  cost  of  production,  Marshall’s  idea  of  the 
cost  of  production  can  no  longer  be  maintained.  The 
necessity  of  the  general  and  objective  idea  of  cost  of 
production  which  is  the  basis  of  our  account  of  theoretical 
economics  is  then  seen  very  clearly. 

When  an  increased  demand  for  iron  sends  up  the  price 
of  ore  at  the  place  of  consumption,  the  price  of  the  ore 
rises  at  every  mine.  If  there  are  several  unworked  mines 
with  somewhat  higher  costs  of  mining  and  transport,  the 
advance  in  price  is  bound  to  extend  operations  to  these  pits. 
The  resultant  modification  of  the  scarcity  will  put  a  check 
upon  the  rise  of  the  price.  Thus,  in  addition  to  the  already 
mentioned  reaction  of  a  more  intensive  working  of  the 
existing  mines  and,  consequently,  shortening  their  period  of 
*  Principles,  Book  V.,  ch.  viii.,  §  4. 
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exploitation,  the  rise  of  price  provokes  a  second  reaction, 
which  consists  in  an  extension  of  the  mining  of  ore  to  mines 
that  were  formerly  worthless  and  idle,  with  a  higher  cost 
of  capital  and  labour.  We  can  observe  this  reaction  at  every 
high  conjuncture,  when  mines  that  had  been  idle,  or  had 
been  abandoned  on  account  of  low  prices,  are  set  to  work. 

The  significance  of  the  prices  paid  by  consumers  for 
natural  materials  in  regard  to  the  supply  of  them  is  seen 
most  clearly  when  we  give  the  quantity  of  the  materials 
that  can  be  produced  at  any  price — when,  in  other  words, 
we  take  the  total  production  to  be  a  function  of  the  price. 
In  order  to  appreciate  the  development  of  prices,  we  must 
know  the  form  of  this  function,  at  least  in  the  vicinity 
the  existing  price.  The  elasticity  of  the  total  production 
— the  increase  of  it  that  is  caused  by  a  slight  advance  of 
price — is  particularly  significant.  The  greater  this  is, 
the  greater  will  be  the  reaction  to  an  advance  in  price, 
and  the  greater,  therefore,  the  stability  of  the  prices. 

Now  that  we  have  shown  the  action  of  prices  on  our 
supply  of  natural  materials,  we  must  briefly  indicate  the 
significance  of  the  external  factors  as  regards  this  supply. 
We  have  here  to  remember  the  technical  development. 
Technical  advances  in  the  mining  world,  such  as  the 
introduction  of  the  pneumatic  boring  machine  and  the 
exploitation  of  water  power  by  electrical  machinery, 
have  reduced  the  cost  of  operations  in  the  mine,  while 
progress  in  the  sphere  of  transport  has  so  far  reduced  the 
cost  of  loading  and  transport  that  even  so  cheap  a  material 
as  iron  ore  is  now  sent  great  distances.  At  the  same  time 
the  very  interesting  recent  development  of  metallurgy 
has  enabled  us  to  exploit  ores  of  inferior  quality.  The 
introduction  of  basic  treatment  into  the  iron  industry 
has  made  the  enormously  large  quantities  of  phosphoric 
iron  ores  of  use  in  the  production  of  iron.  The  recent 
magnetic  methods  of  preparing  have  made  it  possible  to 
work  economically  immense  deposits  of  low  percentage 
iron  ores.  It  is  obvious  how  very  important  all  these 
advances  are  as  regards  the  supply  of  natural  materials 
to  civilised  man.  Of  poor  ores — of  materials  of  poor 
quality  generally— nature  has,  as  a  rule,  a  great  abundance. 


CHAPTER  VIII 

WAGES 

§  31.  Ricardo’s  Theory  of  Prices  and  the  Socialist 
Theory  of  Value. 

IF  we  care  to  glance  over  the  confusing  mass  of  con¬ 
tradictory,  vacillating,  and  confused  ideas  as  to  the 
problem  of  wages  which  are  at  present  found,  not  only 
in  political  and  social  discussions,  but  even  in  scientific 
studies,  we  find  it  particularly  necessary  to  go  back  to 
Ricardo’s  theory  of  prices,  which  was  the  starting-point 
of  so  many  of  the  lines  of  development  of  modern 
economic  thought.  We  have  already  referred  several 
times  to  this  theory.  Now,  at  last,  we  are  in  a  position 
to  get  a  more  complete  idea  of  it. 

In  order  to  be  able  to  understand  it  aright,  we  must 
remember  that  it  purports  to  be  a  price-theory  based  on 
cost  of  production,  and  that  such  a  theory  is,  logically,  only 
possible  when  there  is  only  one  single  factor  of  produc¬ 
tion  to  be  taken  into  account,  or  when,  at  least,  the 
various  co-operating  factors  of  production  have  prices 
that  are  fixed  in  advance  relatively  to  each  other.  Other¬ 
wise  any  “  cost  of  production  ”  theory  has  to  leave  open 
the  question  how  the  relations  of  the  prices  of  these 
factors  to  each  other  are  determined,  and  it  can,  there¬ 
fore,  never  be  a  complete  theory  of  pricing.  Hence 
Ricardo  proposed  to  reduce  the  various  factors  working 
together  in  actual  production  to  a  single  one,  so  that  he 
could  thus  explain  the  whole  pricing  of  commodities  by 
their  cost  of  production. 

English  political  economy  has,  since  Adam  Smith, 
distinguished  three  factors  of  production — land,  capital, 
and  labour.  We  saw  in  the  previous  chapter  how 
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Ricardo  succeeded  in  excluding  the  first  of  these  factors 
from  the  problem  of  pricing.  On  the  margin  of  work  no 
ground  rent  is  paid;  and,  according  to  Ricardo,  the  whole 
pricing  process  takes  place  at  this  margin.  Hence  the 
use  of  land  is  not  a  factor  of  the  pricing  process.  The 
chief  categories  of  the  means  of  production  are  thus 
reduced  to  two. 

The  use  of  capital  clearly  cannot  be  cut  out  of  the 
pricing  problem  in  the  same  way.  Here  Ricardo,  deter¬ 
mined  to  reduce  the  factors  to  one,  made  a  still  bolder 
assumption.  He  assumes  that  the  use  of  capital  that 
is  required  in  any  production  is  always  proportional  to 
the  labour  employed  in  it.  On  this  assumption,  ob¬ 
viously,  the  products  would  be  exchanged  in  proportion 
to  the  amount  of  labour  expended  on  them.  The  prices 
of  the  products  would  be  proportional  to  these  amounts  of 
labour,  and  could  be  expressed  in  the  same  unit  as  that 
which  serves  as  a  measure  of  labour.  The  effect  of  this 
was  that  the  theory  of  pricing  need  take  no  further  notice 
of  capital  as  a  separate  factor  of  production. 

But  to  trace  the  whole  fixing  of  prices  to  a  single 
factor  of  production  a  further  construction  is  required  : 
the  reduction  of  all  sorts  of  labour  to  a  common  measure. 
That  labour  varies  considerably  in  quality  is  a  fact  that 
cannot  be  overlooked.  A  theory  that  would  put  all 
labour  on  the  same  footing,  and  would  therefore  assume 
that  any  quantity  of  labour  could  be  measured  bv  the 
number  of  hours  worked,  would  clearly  go  too  far  away 
from  reality.  It  was,  however,  not  necessary  for  Ricardo’s 
purpose  to  assume  this.  He  is  content  to  assume  that 
the  reduction  of  labour  to  a  common  measure  is  possible 
bv  using  a  given  and  invariable  scale  of  reduction.  Pro¬ 
fessional  work  is  then  merely  to  be  considered  a  definite 
multiple  of  “  normal  labour,”  and  all  costs  of  production 
can  be  expressed  in  a  quantity  of  normal  labour.  The 
assumption  of  a  fixed  scale  of  reduction  thus  means  the 
exclusion  of  the  relative  pricing  of  the  various  kinds  of 
labour  from  the  pricing  problem. 

Thus  by  means  of  three  great  simplifications — the 
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elimination  of  ground  rent,  the  postulating  of  a  propor¬ 
tion  between  the  use  of  capital  and  the  amount  of 
labour,  and  the  assumption  of  a  fixed  scale  of  reduction 
of  the  various  sorts  of  labour — Ricardo  succeeds  in  reach¬ 
ing  a  theory  of  prices  which  can  be  expressed  in  the  simple 
thesis,  that  the  prices  of  all  products  are  proportional 
to  the  quantities  of  “  labour  ”  required  for  their  produc¬ 
tion.  In  this,  therefore,  the  quantity  of  labour  is  the 
general  measure  of  prices.  According  to  Ricardo,  the 
price  of  products  includes  both  wages  and  “  profit  ” 
(for  the  co-operation  of  capital),  but  not  ground  rent. 
The  rules  by  which  the  price  of  production  is  divided 
between  labour  and  capital  are  the  subject  of  special 
studies  of  Ricardo’s,  to  which  we  will  return  in  the 
following  sections. 

This  very  abstract,  but  logically  very  thorough  and 
acute,  theory  of  prices  of  Ricardo  seems  to  have  been 
generally  misunderstood.  Ricardo  saw  clearly  that  his 
assumptions  only  held  good  as  approximations.  He 
regarded  them  as  justified  when  there  was  question  of 
getting  a  first  general  view  of  the  social  process  of  fixing 
prices. 

This  relativity  of  his  assumptions  and  the  aim  of  his 
whole  construction  generally  were  lost  sight  of  by 
readers  who  could  grasp  only  the  broad  lines  of  his 
system.  Where  Ricardo  had  regarded  a  proportionality 
of  the  prices  of  commodities  to  the  required  quantities 
of  labour  as  a  general  result  of  the  action  of  supply  and 
demand,  his  followers  saw  a  necessary  equivalence  of 
value  and  quantity  of  labour.  Ricardo’s  theory  was 
used  to  support  the  theory  that  labour  is  the  source  of 
all  value,  and  gradually  his  readers  descended  so  far  as 
to  conceive  value  as  a  quantity  of  labour  embodied  like 
some  mystic  fluid  in  products.  The  “  labour  theory  of 
value”  which  was  based  upon  these  serious  misunder¬ 
standings  of  Ricardo’s  theory  of  prices  hardened  in  the 
course  of  time  into  a  lifeless  dogma.  In  this  form  it 
was  taken  over  by  early  Socialism,  and  was  made  the 
basis  of  a  so-called  Socialist  theory  of  value  with  scientific 
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pretensions.  In  view  of  the  ridiculously  exaggerated 
importance  which  has  been  given  to  this  theory,  not 
only  by  the  apostles  of  Socialism,  but  even  by  its  oppo¬ 
nents  and  scientific  critics,  it  seems  worth  while  explaining 
the  real  origin  of  the  theory. 

In  Ricardo’s  theory  of  prices  the  “  hour  of  work  ” 
serves  as  a  unit  of  price  in  much  the  same  way  as  the 
shilling  or  the  franc  does  in  real  life.  Every  commodity 
costs  as  many  hours’  work  as  were  needed  to  produce  it. 
Of  this  quantity  of  hours  of  labour  the  worker  receives 
a  part  as  wages,  and  the  remainder  is  the  profit  of  the 
capitalist.  The  worker  who  has  worked  for  an  hour 
receives  a  wage  of,  say,  three-quarters  of  an  hour,  the  other 
quarter  going  to  the  capitalist  for  the  use  of  his  capital. 
The  Socialists  have  used  Ricardo’s  theory  to  support 
their  thesis  that  the  worker  has  “  a  right  to  the  full 
results  of  his  labour”;  but  they  are  quite  wrong.  It  is 
in  no  sense  a  consequence  of  Ricardo’s  theory  that  the 
wage  for  the  hour’s  work  shall  be  a  full  hour’s  work.  The 
thesis  that  the  value  is  equal  to  the  work,  and  the  claim 
based  on  this  that  labour  has  a  right  to  the  full  value  of  the 
product  as  wages,  are— whether  one  agrees  with  them 
or  no — in  an  entirely  different  sphere  from  that  of 
Ricardo’s  assumptions  of  an  approximate  proportionality 
between  use  of  capital  and  quantity  of  labour,  and  there¬ 
fore  between  price  of  product  and  quantity  of  labour. 
This  was  long  obscured  by  the  fact  that  German  science, 
in  spite  of  all  its  severe  criticism  of  the  Socialists,  clung 
to  the  belief  that  they  were  only  drawing  conclusions 
from  Ricardo’s  theory  of  value.  Even  an  expert  like 
A.  Menger  and  a  critic  like  Bohm-Bawerk  gave  a  certain 
support  to  this  idea.* 

The  Socialists  were  much  more  justified  in  claiming 
the  authority  of  Ricardo  for  the  reduction  of  the  various 
kinds  of  labour  to  a  common  measure.  With  his  assump¬ 
tion  of  a  given  and  invariable  scale  of  reduction.  Ricardo 

*  A.  Menger,  Das  Recht  auf  den  vollen  Arbeitsertrag,  2nd  ed.,  Stuttgart, 
1891,  p.  54,  and  Bohm-Bawerk,  Ka-pitalzinstheorie,  Innsbruck,  1885, 
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excludes  the  whole  competition  of  the  workers  in  different 
trades  and  places,  or  of  skilled  and  unskilled  labour,  as  an 
element  to  be  considered  in  connection  with  prices. 
But  Ricardo  is  merely  studying  how  prices  vary  with  the 
general  development  of  society,  and  he  assumes  that  the 
proportion  between  the  prices  of  various  kinds  of  labour 
may  be  taken  in  this  development  as  approximately 
invariable.  For  the  Socialists  the  theoretical  assumption 
once  more  becomes  a  practical  postulate:  labour  of  differ¬ 
ent  qualities  shall  be  valued  on  objective  grounds,  not 
according  to  a  rate  of  wage  which  changes  with  the  state 
of  the  labour  market.  This  is,  in  point  of  fact,  the  deeper 
meaning  of  the  Socialist  program  of  abolishing  the  wage 
system. 

Socialism  condemns  the  whole  of  the  present  wage 
system  as  immoral  because  it  treats  the  worker  as  a 
commodity  on  the  market,  since  it  determines  the  wage 
of  the  individual  worker,  not  merely  by  his  ability  or  the 
amount  of  work  done  by  him,  but  also  according  to  the 
number  of  other  workers  who  seek  employment  on 
the  labour  market.  In  opposition  to  this  regulation  of 
wages  according  to  the  state  of  the  market,  Socialism 
demands  for  the  worker  an  income  fixed  on  objective  and 
ethical  grounds.  The  principles  for  determining  this  are 
generally  obscure  and  uncertain.  A  reduction  of  skilled 
labour  to  “  normal  labour,”  with  more  or  less  regard  to 
the  claims  of  professional  work,  is  set  up  as  the  norm 
for  the  payment  of  the  workers;  or  it  is  claimed  that  the 
worker  shall  receive  for  his  labour  a  return  that  guarantees 
his  maintenance,  and  thus  wants  are  set  up  as  the  correct 
standard  of  wages.  In  these  systems  a  graduation  of 
wages — according  to  skill  or  employment,  for  instance — 
may  be  recognised  as  just,  but  only  from  objective  and 
ethical  reasons,  on  no  account  according  to  the  state  of 
the  market.  It  is  directly  opposed  to  the  fundamental 
tenets  of  Socialists  that  any  attention  should  be  paid  to 
supply  and  demand  of  labour  of  any  kind  in  fixing  wages. 

Having  now  shown  the  real  meaning  of  Ricardo’s 
theory  of  prices  and  the  Socialist  theory  of  value  which 
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is  (wrongly)  based  upon  it,  we  will  now  turn  to  the 
criticism  of  these  theories.  Ricardo’s  theory  is,  as  we  saw, 
not  a  direct  presentment  of  reality,  but  a  much  simplified 
view  of  it,  obtained  by  a  series  of  abstractions.  The 
theory  cannot  be  condemned  on  the  ground  that  it  does 
not  correctly  agree  with  our  observations  of  reality. 
Every  theoretical  investigation  must  begin  with  abstrac¬ 
tions.  The  value  of  the  theory  depends  mainly  on  the 
question  whether  it  is  possible  to  build  on  the  foundation 
provided:  whether  the  modifications  of  the  theory,  which 
are  required  to  adjust  it  to  reality,  can  be  accomplished 
without  involving  us  in  contradictions  of  the  fundamental 
ideas  of  the  theory. 

Now,  this  is  impossible  in  the  case  of  Ricardo’s  theory 
of  cost  of  production.  The  theory  is,  as  we  saw,  essentially 
based  upon  a  reduction  of  the  various  co-operating  factors 
of  production  to  a  single  factor.  We  have  already  given 
the  assumptions  that  are  required  for  this  purpose.  As 
regards  the  significance  and  justice  of  the  first  of  these — 
the  elimination  of  ground  rent  from  prices — we  refer  to 
the  previous  chapter.  As  regards  the  proportionality  of 
use  of  capital  and  use  of  labour,  we  must  recall  the  facts 
given  in  §  23.  They  show  clearly  that  the  relative  use 
of  capital  in  modern  production  diverges  very  greatly 
from  such  a  proportion.  The  assumption  of  a  fixed  scale 
of  reduction  for  various  sorts  of  labour  shuts  out  the 
important  chapter  of  the  relative  fixing  of  the  prices  of 
these  different  kinds  of  labour  from  the  theory  of  prices. 
It  is,  clearly,  impossible  to  retain  such  assumptions.  And, 
the  moment  we  abandon  them,  the  essentia]  basis  of 
Ricardo’s  whole  structure  is  destroyed.  The  reduction 
of  the  factors  of  production  to  one,  which  is  the  real 
nucleus  of  the  theory,  is  then  no  longer  possible.  The 
moment  we  recognise,  for  instance,  that  different  trades 
work  with  different  relative  quantities  of  capital  and 
labour,  we  have  to  deal  with  at  least  two  factors  of  pro¬ 
duction,  capital  and  labour.  Every  further  approxima¬ 
tion  to  reality  increases  the  number  of  the  faccors  of 
production  involved  in  pricing:  for  instance,  the  recog- 
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nition  of  differences  of  kinds  of  human  labour,  and  a  study 
of  those  cases  in  which  the  land  bears  a  real  scarcity-rent, 
and  the  ground  rent  is,  consequently,  an  integral  part 
of  the  prices.  Any  theory  of  prices  is  bound  to  reckon 
with  the  existence  of  several  means  of  production,  each 
of  which  occupies  a  more  or  less  independent  position 
in  the  pricing  process.  For  such  a  theory  Ricardo’s 
theory  of  the  cost  of  production  is  of  no  value  whatever. 
The  path  taken  by  Ricardo  leads  nowhere.  We  have  to 
turn  back,  to  abandon  his  theory  of  cost  of  production, 
and,  as  we  have  done  in  the  present  work,  choose  a  quite 
different  method,  one  that  takes  into  account  the  existence 
of  a  number  of  separate  factors  of  prices. 

It  is  obvious  that  with  this  recognition  of  the  complete 
and  fundamental  inadequacy  of  Ricardo’s  theory  of  costs 
the  caricature  of  it — the  Socialist  theory  of  value — proves 
useless,  and  we  will  not  waste  any  time  on  the  hair¬ 
splitting  of  its  defenders. 

The  Socialist  demand  for  the  abandonment  of  the 
wage  system  is  based,  as  we  have  seen,  on  the  theoretical 
view  that  an  exchange  economy  would  be  possible  in 
which  the  prices  of  the  various  kinds  of  labour  could  be 
fixed  without  regard  to  the  state  of  the  market,  and 
therefore  without  regard  to  the  relative  scarcity  of  the 
available  supplies  of  labour  of  various  kinds  in  relation 
to  the  demand  for  them.  This  is  opposed  to  the  principle 
of  scarcity,  and  therefore  to  the  fundamental  conditions 
of  any  exchange  economy  governed  by  the  general 
economic  principle.  A  socialist  State  could  only  pay 
different  wages  than  those  we  pay  on  condition  that  it 
could  bring  about  a  state  of  the  market  that  permitted 
such  wages. 

§  32.  The  Pessimistic  Theories  of  Wages. 

The  development  of  theories  of  wages  in  the  first 
half  of  the  nineteenth  century  was  governed  to  a  great 
extent  by  a  love  of  general,  extremely  simple  formula 
preferably  of  an  arithmetical  character;  and  for  these 
the  authority  of  Ricardo  was  claimed. 
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According  to  Ricardo  the  article  produced  on  the 
margin  of  working  is  divided  between  capital  and  labour. 
The  share  of  the  worker,  wages,  is,  therefore,  primarily 
governed  by  the  state  of  the  market.  But  there  is  also 
a  normal  price  of  labour,  and  this  is  determined  by  its 
cost  of  production.  This  normal  price,  or  “  natural 
wage,”  is  equal  to  the  cost  of  maintenance  of  the  worker 
and  his  family.  The  measure  of  this  cost  is,  according 
to  Ricardo,  the  ordinary  standard  of  life  of  the  worker. 

But  with  growth  of  the  population  the  margin  of 
working  is,  according  to  Ricardo,  bound  to  shift  generally, 
so  that  worse  and  worse  land  is  taken  up.  Let  us  suppose 
that  the  product  of  ten  hours  of  work  on  the  margin  of 
working  was  formerly  divided  in  such  a  way  that  the 
worker  would  receive  as  wages  the  product  of  seven  hours’ 
work,  and  the  capitalist  the  product  of  three  hours’  work 
as  profit.  When  it  becomes  necessary  to  break  up  in¬ 
ferior  land,  the  product  of  the  hour’s  work  is  reduced, 
and  the  product  of  seven  hour’s  work  no  longer  suffices 
to  maintain  the  worker.  The  consequence  is  that  the 
normal  wage  rises  from  seven  to,  say,  eight  hours,  and 
the  profit  is,  consequently,  reduced  to  two.  This  re¬ 
duction  of  the  profit,  however,  cannot  go  on  indefinitely, 
as  in  that  case  every  motive  for  accumulating  capital 
would  disappear.  In  those  circumstances  the  scarcity  of 
capital  will  at  any  rate  force  the  market  wage  back  to 
the  normal.  An  increase  of  population  that  necessitates 
the  taking  up  of  inferior  land  is  for  this  reason  injurious 
to  the  working  class.  As  long  as  the  necessaries  of  life 
can  be  imported  from  abroad,  however,  this  effect  of  an 
increase  of  population  may  be  avoided.  The  insistence 
of  the  working  class  on  a  customary  high  standard  of  life 
may  also,  to  a  certain  extent,  prevent  the  use  of  a  high 
market  wage  for  effecting  a  harmful  increase  of  population. 

The  theory  of  Ricardo  was  afterwards,  especially 
with  the  collaboration  of  the  German  Socialist  Lassalle, 
turned  into  a  sterile  dogmatism,  according  to  which  the 
wage  has  in  the  actual  social  order  a  tendency  to  fall  to 
the  minimum  required  for  the  existence  of  the  worker. 
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This  “  iron  law  of  wages  ”  could  not,  as  is  known,  be 
sustained  by  modern  Social  Democracy;  naturally  enough, 
as,  according  to  it,  only  a  restriction  of  births  on  the  part 
of  the  workers  would  really  be  of  any  use.  All  other 
efforts  to  raise  the  working  classes  would  be  useless. 

The  actual  development  of  the  standard  of  life  of 
the  working  classes  in  the  nineteenth  century,  in  the 
civilised  countries  of  Europe,  gives  little  support  to  the 
iron  law  of  wages.  Wages  have  risen;  and  the  rise  has 
by  no  means  been  absorbed  in  a  more  rapid  growth  of  the 
population.  On  the  contrary,  precisely  in  the  higher 
strata  of  the  working  class  we  find  an  unmistakable  ten¬ 
dency  to  birth-control  and  the  use  of  the  wage  to  raise  the 
standard  of  life.  We  must  not  forget,  however,  that 
these  favourable  developments  are  confined  mainly  to  the 
most  advanced  countries,  the  people  of  our  own  race,  and 
to  some  extent  to  the  upper  strata  of  the  workers  of  these 
countries.  In  the  whole  of  the  rest  of  the  world,  as 
Marshall  has  very  well  said,  the  iron  law  of  wages  still 
rules,  and  wages  generally  only  cover  the  cost  of  rearing 
and  maintaining  a  class  of  workers  of  inferior  capacity.* 
The  possibility  of  raising  the  standard  of  life  of  the  workers 
above  the  bare  minimum  of  existence  depends  upon  such 
a  number  of  individual  and  social  factors  that  any  attempt 
to  deal  exhaustively  with  this  subject  in  a  single  formula 
should  be  put  down  as  unscientific  and  entirely  useless. 

When  we  realise  clearly  that  the  “  working  class  ”  is 
not  the  homogeneous  mass  of  which  the  primitive  theory 
and  political  orators  love  to  speak,  but  is  really  composed 
of  a  large  number  of  strata  of  population  with  very 
different  standards  of  life,  we  see  at  once  the  untenable 
character  of  the  old  idea  of  a  minimum  of  existence,  or 
a  “  cost  of  production  of  labour,”  as  the  lower  limit  of 
wages.  In  our  actual  economic  conditions  it  is  quite 
possible  that  a  certain  type  of  labour  is  permanently 
condemned  to  a  wage  which  does  not  enable  the  worker 
to  rear  a  family,  educate  his  children,  and  fit  them  for 
work:  a  wage,  in  fact,  that  hardly  covers  the  worker’s 

#  Marshall,  Principles ,  Book  VI.,  ch.  ii.,  §  3. 
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own  current  cost  of  maintenance.  Obviously,  the  “  cost  of 
production  of  such  labour  has  to  be  covered  somewhere. 
It  may  be  borne,  wholly  or  partially,  by  the  higher 
strata  of  the  workers,  by  the  farmers,  or  by  middle-class 
families,  or,  finally,  by  the  State  or  the  whole  commu¬ 
nity-  _  There  are  certainly  various  trades  in  modern  life, 
especially  of  women,  which  hardly  supply  the  workers 
with  current  maintenance,  and  are  not  in  a  position  to 
pay  the  costs  of  production  of  the  workers  themselves, 
but  must  be  continuously  fed  by  accessions  of  labour  from 
other  strata.  In  these  trades  the  payment  of  a  “  natural 
wage,”  in  Ricardo’s  sense,  is  not  necessary.  These  cir¬ 
cumstances,  which  are  essential  for  a  knowdedge  of  the 
real  nature  of  the  very  important  problems  of  the 
theory  of  wages,  are  bound  to  be  completely  hidden  from 
us  as  long  as  we  adhere  to  the  fiction  of  “  labour  ”  as  a 
homogeneous  factor. 

In  regard  to  the  market  price  of  labour  Ricardo  had 
taught,  as  we  saw,  that  it  depends  upon  the  actual  con¬ 
dition  of  supply  and  demand.  He  conceived  the  demand 
as  a  quantity  determined  by  the  amount  of  capital  in 
the  country.  According  to  him,  the  demand  for  labour 
increases  in  the  same  proportion  as  capital.  In  times  when 
the  capital  increases  more  rapidly  than  the  population, 
the  market  price  of  labour  is,  consequently,  higher  than 
the  cost  price.  If,  on  the  contrary,  the  capital  increases 
more  slowly  than  the  population,  the  market  price  of 
labour  may  fall  below  the  cost  price;  though  this  must 
then  retard  the  growth  of  population. 

This  idea  of  Ricardo’s  of  the  significance  of  capital 
as  regulator  of  the  market  price  of  labour  was  similarly 
turned  into  a  dogma  by  his  followers,  and  was  expressed 
in  greatly  simplified  arithmetical  formula  as  the  all- 
powerful  natural  law  of  the  economic  life.  This  was 
the  origin  of  the  much  discussed  “  wage  fund  theory.” 
Capital  was  regarded  as  a  definite  fund  at  any  time  out 
of  which  wages  had  to  be  drawn;  hence  the  average  wage 
must  be  determined  by  simply  dividing  the  wage  fund 
by  the  number  of  workers.  The  divisor,  the  number  of 
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workers,  is  in  the  course  of  time,  in  accordance  with 
Ricardo’s  idea,  determined  by  the  cost  of  production 
of  labour.  The  wage  fund  theory,  therefore,  does  not 
displace  the  older  theory  of  the  “  natural  wage  ”  or 
the  cost  price  of  labour.  It  refers  to  the  actual  market 
price  of  labour,  but  says  that  this  is  absolutely  determined 
by  the  wage  fund.  Very  far-reaching  practical  conse¬ 
quences  are  drawn  from  the  theory.  The  workers  can 
influence  wages  only  by  controlling  their  own  number. 
Other  efforts  to  raise  their  wages,  especially  the  forming 
of  unions,  can  at  the  most  only  help  small  groups  of 
workers,  and  only  at  the  expense  of  the  other  workers 
whose  share  of  the  wage  fund  is  proportionately  reduced. 
Naturally,  the  organised  labour  world  declined  to  take 
seriously  this  pessimistic  idea. 

Criticism  of  the  wage  fund  theory  should  start  from 
the  important  fact  that  the  whole  theory  is  based  upon 
quite  confused  ideas  as  to  the  nature  of  the  process  of 
production.  The  study  of  the  history  of  the  theory  is 
useful  in  so  far  as  it  brings  out  clearly  the  great  importance 
of  representing  the  productive  process  as  continuous, 
as  we  have  tried  to  do  in  §  4.  The  wage  fund  theory  is 
still  under  the  influence  of  the  old  idea  of  Adam  Smith, 
that  an  accumulated  stock  of  goods  is  a  prerequisite  of 
production.  All  attempts  to  give  more  precise  expression 
to  the  idea  of  a  wage  fund  have  been  unable  to  cover  the 
lack  of  a  clear  analysis  of  the  productive  process  itself, 
from  which  the  theory  suffers. 

Again,  the  idea  of  the  theory  that  the  quantity  of 
labour  that  can  be  employed  at  a  certain  wage  is  arith¬ 
metically  determined  by  the  quantity  of  capital  is  false. 
The  objection  to  it  is,  first,  that  labour  may  be  used  in 
industries  which  require  different  amounts  of  capital. 
The  distribution  of  the  workers  amongst  these  trades  is 
itself  a  problem  of  the  pricing  process,  and  therefore 
cannot  be  taken  as  settled  in  advance.  It  is  clear  that 
upon  it  depends  the  number  of  workers  who  can  be 
employed  at  a  certain  wage  according  to  the  wage  fund 
theory.  A  second  objection  is  that,  according  to  the 
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principle  of  substitution,  labour  and  capital  can  be  com¬ 
bined  in  different  proportions  to  produce  the  same 
article.  It  follows  from  this  indeterminateness  of  the 
methods  of  production  that  the  time  which  the  “  wage 
fund  ”  is  supposed  to  last  is — however  we  choose  to 
define  the  wage  fund — not  definite,  and  that,  therefore, 
for  this  reason  also  the  division  on  which  the  theory  builds 
is  in  reality  indeterminate. 

§  33.  Modern  Optimistic  Theories  of  Wages. 

Adam  Smith  opens  his  chapter  on  wages  with  the  re¬ 
mark  that  the  product  of  labour  is  the  natural  recompense 
or  wage  of  labour.  In  modern  conditions  the  worker  has 
to  yield  part  of  his  product  in  the  form  of  ground  rent 
and  profit  to  the  land-owner  and  the  capitalist.  The 
rest  of  the  product  of  labour  is  the  wage  of  labour.  In 
this  idea  there  was  the  germ  of  a  theory  that  sees  the  chief 
determining  factor  of  wages  in  the  productivity  of  labour, 
and  thus  puts  in  the  foreground  the  dependence  of  wages 
on  the  product  of  labour.*  This  clearly  grants  the 
workers  themselves  an  influence  on  the  amount  of  wages; 
by  their  own  efforts  and  skill  they  can  improve  their 
position.  The  optimistic  colouring  which  is  thus  given 
to  the  modern  theory  of  wages  is  in  contrast  with  the 
pessimism  of  the  earlier  theories,  according  to  which  the 
height  of  the  wage  was  mainly  settled  by  external  circum¬ 
stances,  and  the  workers  could  not  influence  it  except  by 
birth-control. 

That  wages  must  in  some  way  depend  upon  the 
product  of  labour  is  a  very  natural,  and  as  we  shall  see,  a 
very  useful  idea.  But  we  must  be  careful  not  to  take 
the  connection  so  simply  as  to  represent  the  wage  as 
the  product  of  labour  after  deducting  what  must  be  paid 
for  the  co-operation  of  the  other  factors  of  production. 
This  sort  of  reasoning  leads  to  a  one-sided  “  residual 

*  Of  early  representatives  of  this  view  we  may  name  Lerov-Beaulien 
in  the  sixties  (Traiti  d’Economie  -politique,  Paris,  1896,  tom.  ii.),  and 
Walker  in  the  seventies  ( Wages  Question,  London,  1891,  chs.  viii.  and  ix., 
and  p.  411). 
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theory,”  according  to  which  the  wage  is  taken  to  be  the 
“  residuum  ”  that  remains  of  the  outcome  of  production 
when  the  employers  and  the  owners  of  the  land  and 
capital  have  had  their  share.*  If  such  a  residual  theory 
is  to  have  any  meaning  at  all,  it  must  assume  that  the 
shares  of  the  other  factors  of  production  can  be  separately 
settled  before  the  residuum  is  clear.  In  view  of  our 
inquiries  into  the  nature  of  the  general  pricing  process 
this  is  impossible.  As  a  matter  of  fact,  all  the  factors 
of  production  are  on  the  same  level  in  the  pricing  process, 
and  their  shares  in  the  total  product  are  determined 
together  by  the  co-operation  of  all  the  given  factors  of 
pricing.  It  is  only  the  pure  profit  of  the  employer — 
and  this  is  not  to  be  conceived  as  a  normal  price  of  the 
co-operation  of  a  factor  of  production — that  may,  if  one 
cares,  be  described  as  a  residual  income,  f 

In  the  further  development  of  the  productivity  of 
labour  as  the  determining  factor  of  wages  the  difficulty 
arose  that,  as  a  matter  of  fact,  an  increase  of  the  pro¬ 
duct  that  is  obtained  by  an  increase  of  labour  does  not 
necessarily  as  a  whole  fall  to  labour;  generally,  it  is  also 
to  the  advantage  of  the  other  factors  of  production. 
As  a  rule,  the  increase  of  labour  leads  to  the  appearance 
of  a  new  market  with  a  relatively  strong  demand  for  the 
other  factors  of  production,  and  therefore  with  a  relatively 
worse  position  for  labour.  In  that  case  labour  cannot 
keep  the  full  increase  of  production  for  itself.  Hence 
the  wage  depends  not  only  upon  labour  itself,  but  also 
on  the  other  factors  of  production;  in  general,  on  the 
relative  supply  of  the  economy  with  the  various  factors 
of  production  and,  in  a  word,  on  the  state  of  the  market. 
The  productivity  of  labour  is  thus  not  an  objective 
factor,  conditioned  by  the  nature  of  labour  alone,  and  it 
is,  therefore,  not  to  be  regarded  in  that  sense  as  the 

*  Compare  Jevons,  Theory  of  Political  Economy  (London,  1879), 
pp.  292-6:  “Every  labourer  ultimately  receives  the  due  value  of  this 
produce  after  paying  a  proper  fraction  to  the  capitalist  for  the  remunera¬ 
tion  of  abstinence  and  risk  ”  (see  Walker,  Political  Economy,  3rd  ed._ 
London,  1899,  ch.  v.). 

t  Compare  Clark,  Distribution  of  Wealth  (New  York,  1908), 
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determining  factor  of  wages.  Once  this  fact  is  clear, 
the  theory  of  productivity  loses  its  immediate  theoretical 
simplicity  and  practical  applicability. 

Recent  economics  has  given  us  a  further  development 
of  the  theory  of  productivity  by  trying  to  assign  the  share 
of  each  single  means  of  production  in  the  outcome  of 
production  by  defining  its  ct  marginal  productivity.” 
This  has  led  to  giving  a  greater  prominence  to  the 
principle  of  substitution  in  dealing  with  the  pricing 
problem,  and  to  laying  an  undue  stress  on  the  assump¬ 
tion  that  one  factor  of  production  can  continuously 
replace  another. 

A  further  objection  to  a  theory  of  wages  that  builds 
upon  the  idea  of  marginal  productivity,  and,  indeed,  to 
every  price-theory  that  is  based  on  it,  is  that  marginal 
productivity  itself  is  not  an  objective  factor  of  the  pricing 
problem,  but  is  one  of  the  unknown  quantities  of  the 
problem,  and  is  in  the  same  position  as  the  other  unknown 
quantities.  As  long  as  we  confine  our  attention  to  a 
definite  branch  of  production,  in  which  a  single  article 
is  produced,  it  is  possible  to  regard  marginal  productivity 
as  at  least  an  independently  determined  idea.  The 
“  marginal  product  ”  is  a  certain  concrete  part  of  the 
total  product.  But  if  the  same  labour  is  used  in  several 
different  trades,  clearly  this  concrete  conception  of  the 
marginal  product  is  no  longer  possible.  The  marginal 
productivity  must  be  the  same  in  every  trade,  and  there¬ 
fore  can  only  be  conceived  as  a  part  of  the  prices  of  the 
various  products.  But  these  prices  are  subject  to, 
amongst  other  things,  the  condition  that  the  labour  in 
question  must  have  the  same  price  in  all  trades.  Its 
marginal  productivity,  therefore,  cannot  be  defined  as 
anything  else  than  precisely  this  price,  because  this 
price  represents  precisely  the  contribution  of  the  labour 
in  question  to  the  price  of  the  product.  The  thesis  that 
the  wage  is  determined  by  the  marginal  productivity  of 
labour  thus  loses  all  independent  meaning. 

Finally,  we  must  bear  in  mind  that  to  trace  wages  to 
the  marginal  productivity  of  labour  gives  us  no  idea  of  the 
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dependence  of  wages  upon  the  exertions  and  skill  of  the 
workers.  What  effect  an  increase  of  the  efficiency  of 
labour  has  upon  its  marginal  productivity  is  certainly 
not  obvious;  it  is  really  a  question  that  belongs  to  the 
very  heart  of  the  wages  problem.  The  efficiency  of 
labour  is  an  idea  with  reference  to  the  technical  useful¬ 
ness  of  labour.  “  Productivity  ”  is  also  often  taken  in 
this  sense.  But  marginal  productivity  refers  to  the  state 
of  the  market,  and  is  only  determined  by  pricing.  There 
is  always  some  danger  of  this  important  distinction  being 
forgotten,  and  of  inferring  at  once  an  increase  of  the 
marginal  productivity  of  labour  from  an  increase  of  its 
efficiency. 

That  an  increase  of  the  efficiency  of  labour  brings  an 
increase  of  the  worker’s  income  is  only  one  side  of  the 
modern  optimistic  theory  of  wages.  The  theory  often 
adopts  the  further  thesis,  that  the  capacity  of  the  worker 
increases  with  his  income.  On  this  view  there  is  a 
reciprocal  action  between  the  efficiency  and  the  income 
of  the  worker.  This  reciprocal  action  opens  out  the 
prospect  of  a  steady  rise  of  the  standard  of  living  of  the 
working  classes,  and  thus  the  belief  in  it  gives  the  wages 
theory  a  strong  tinge  of  optimism. 

The  social-political  tendency  which  raises  the  worker’s 
income  to  the  position  of  chief  determining  factor  of  his 
capacity  has  been  chiefly  propagated  in  the  works  of 
Brassey  and  Schoenhof.*  Scientific  criticism  of  this 
school  has  to  point  out,  first  of  all,  that  the  effect  of 
wages  on  the  worker’s  standard  of  living,  and  therefore  on 
his  efficiency,  depends  upon  quite  a  number  of  factors 
(climate,  race,  mental  characteristics  of  the  community, 
individual  character  of  the  worker,  etc.),  and  that,  there¬ 
fore,  an  increased  activity  of  labour  in  consequence  of  an 
increased  income  can  only  be  expected  in  a  conjunction 
of  favourable  circumstances;  that,  moreover,  a  rise  of  the 
individual  worker,  still  more  of  whole  sections  of  the 
working  class,  as  producers  must,  as  a  rule,  take  a  con- 

*  Brassey,  W ork  and  W ages ,  London,  1872  ;  Schoenhof,  The  Economy 
of  High  Wages  (London  and  New  York,  1892). 
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siderable  time.  On  the  other  hand,  probably  we  ought 
— at  least  in  Western  civilisation — to  lay  some  stress  on 
that  significance  of  a  high  wage  which  makes  its  appear¬ 
ance  in  a  keener  selection  of  the  best  workers  and  the 
consequent  stimulation  to  greater  efficiency.  We  must, 
however,  be  on  our  guard  against  a  naive  belief  in  the 
spontaneous  development  of  a  higher  efficiency  in  the 
workers.  This  result  is  now  best  attained  by  deliberate 
and  scientifically  thought  out  schemes  on  the  part  of  the 
leaders  of  industry. 

It  should  not  be  overlooked  that  this  optimistic 
theory  of  wages  can  also  be  examined  on  its  obverse  side: 
if  wages  fall,  the  efficiency  must  in  the  long  run  be 
reduced,  and  this  would  lead  to  a  tendency  toward  a 
further  drop  of  wages.  The  cumulative  reciprocity  may 
thus  make  itself  felt  in  a  negative  direction. 

§  34.  The  Position  of  Labour  in  the  Pricing  Process. 

A  general  theory  of  wages  must  start  from  the  fact 
that  labour  is  a  factor  of  production,  and  the  wage  is 
the  price  of  this  factor  of  production  in  the  general 
pricing  process.  Only  in  this  way  is  it  possible  to  incor¬ 
porate  the  theory  of  wages  as  an  organic  part  of  the  single 
theory  of  pricing. 

The  demand  for  finished  products  is  partly,  on  this 
view,  directly  or  indirectly,  a  demand  for  labour.  Hence 
the  wage  is  an  expression  of  the  valuation  of  the  relevant 
labour  on  the  part  of  the  consumers  or,  more  generally, 
on  the  part  of  the  demand.  This  point  of  view  must  be 
the  nucleus  of  the  theory  of  wages.  Now,  in  every  unit- 
period  the  total  demand  for  the  elementary  means  of 
production  is  equal  to  the  total  income:  that  is  to  say, 
equal  to  the  total  output  of  production.  In  the  same 
proportion  as  the  demand  for  the  various  means  of  pro¬ 
duction  is  distributed,  this  total  income,  or  total  product, 
also  is  distributed.  We  are,  therefore,  justified  in  saying 
that  the  total  income  of  labour  is  equal  to  the  share  of 
the  total  result  of  production  that  corresponds  to  the 
co-operation  of  labour.  This  formula  has  the  advantage 
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of  bringing  out  the  dependence  of  the  income  of  labour 
upon  the  outcome  of  production.  Only  the  word  “  share  ” 
must  be  understood  aright :  that  is  to  say,  the  share  must 
be  conceived  as  a  quantity  to  be  determined  by  the 
pricing  process.  Formulated  and  interpreted  in  this  way, 
the  theory  of  productivity  is  not  opposed  to  any  theory 
which  conceives  wages  as  an  issue  of  the  general  process 
of  fixing  prices. 

The  price  of  labour  is  settled  by  its  relative  scarcity, 
like  the  price  of  any  other  factor  of  production,  or  by  the 
supply  of  it  relatively  to  the  demand.  Hence  this  scarcity 
cannot  be  measured  simply  from  the  point  of  view  of  the 
supply;  it  must  always  be  considered  in  relation  to  the 
demand.  And  the  total  demand  depends  upon  the  total 
production,  and  this  in  turn  on  the  total  amount  of  work 
done.  It  is  particularly  necessary  in  studying  wages  to 
emphasise  this  general  dependence  of  the  income  of  the 
individual  factor  of  production  upon  the  total  outcome 
of  production;  because  the  total  social  exertion  is  not 
given  with  the  number  of  the  workers,  but  depends  upon 
the  will  of  the  workers,  and  because  the  dependence  of 
wages  upon  the  total  issue  of  production  often  lead  the 
workers  astray  in  their  efforts. 

In  the  most  general  sense  the  factor  of  production 
“  labour  ”  is  to  be  regarded  as  one  of  the  two  chief 
categories  of  personal  services;  the  other  is  saving,  or 
“  waiting.”  Labour  in  this  general  sense  is,  however, 
very  far  from  being  a  single  category.  Besides  labour  in 
the  ordinary  sense,  it  includes  the  work  of  employers* — 
which  can  easily  be  distinguished  from  what  we  have 
called  the  pure  profit  of  the  employer,  though  in  practice 
it  often  comes  very  close  to  it — and  the  work  of  the 
independent  artisan  and  of  the  farmer,  as  well  as  the 
services  of  the  liberal  professions  and  of  officials.  Even 
what  is  called  “  wage-labour  ”  is  by  no  means  a  sharply 
defined  factor  of  production.  It  includes  the  labour  of 
employees  in  industry  and  commerce  as  well  as  the  great 

•  [The  German  word  (“  Arbeit  ”)  means  both  “  labour  ”  and  “  work,” 
and  the  inexpert  reader  may  avoid  some  confusion  by  remembering  this.] 
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mass  of  what  are  usually-  called  the  wage- earning  workers. 
Even  this  last  category  is  not  so  sharply  defined  as  is  often 
assumed  in  theoretical  and  political  references.  The 
variations  of  wages  and  work  even  within  this  class  are 
very  great.  There  are  pronounced  differences  in  standard 
of  living,  and  in  all  moral,  intellectual,  and  social  standards. 
The  theory  of  wages  must  take  this  into  account  if  it  is 
to  avoid  the  fatal  error  into  which  it  has  sometimes  fallen, 
in  its  effort  to  secure  the  utmost  simplicity,  of  regarding 
labour  as  a  single  factor  of  production  and  the  working 
class  as  a  homogeneous  mass.  We  certainly  get  a  much 
more  correct  idea  of  the  reality  when  we  take  the  supply 
of  labour,  in  the  same  way  as  the  supply  of  land,  as  a  mass 
that  breaks  up  into  such  a  large  number  of  kinds  and 
qualities  that  it  is  possible  to  pass  continuously  from  the 
lowest  stage  to  the  highest. 

Work  is  done  either  directly  for  consumers  or  primarily 
for  employers.  The  distinction  is  not  important  as  regards 
the  theory  of  prices,  because  even  in  the  second  case  the 
demand  for  labour  is,  in  the  long  run,  mainly  determined 
by  the  demands  of  consumers.  In  the  first  case  the  truth 
of  the  thesis  that  the  price  of  labour  is  an  expression  of  the 
valuation  of  it  on  the  part  of  consumers  is  seen  at  once. 
But  the  principle  applies  also  in  the  main  to  the  second 
case.  The  employers  are  then  the  immediate  purchasers 
of  labour.  But  they  may,  even  when  they,  as  we  shall 
see  in  the  next  section,  have  a  certain  influence  on  the 
nature  of  the  demand,  to  some  extent  be  regarded  merely 
as  middle  men  between  the  workers  and  the  eventual 
purchasers.  In  an  ideal  pricing  scheme  the  employers 
receive  only  the  necessary  return  on  their  necessary 
exertions,  and  labour  receives,  like  the  other  factors  of 
production,  the  price  that  is  bound  to  be  paid  according 
to  the  principle  of  scarcity.  In  this  sense  the  wage  paid 
by  the  employers  is  settled  by  the  scarcity  of  the  labour 
in  question  relatively  to  the  demand  for  it  just  like  the 
wage  paid  directly  by  consumers.  However,  in  the  in¬ 
cessant  movements  of  the  actual  economic  life  there  are 
deviations  from  this  ideal  scheme,  and  wages  may  in 
1  20 
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certain  trades  or  places  or  businesses  be  higher  or  lower 
than  they  would  be  on  the  ideal  scheme.  Undoubtedly 
labour,  as  an  element  of  the  pricing  process,  has  certain 
special  features  which  cause  such  irregularities  in  pricing. 
But  just  as  the  position  of  our  imaginary  ideal  market 
has  great  practical  significance  in  regard  to  real  wages, 
so  we  have  to  keep  very  carefully  in  mind  in  theory  the 
prices  of  this  ideal  market,  and  to  put  the  question: 
What  wage  would  such  and  such  a  class  of  labour  get  if 
it  received  precisely  what  the  state  of  the  market  justifies, 
and  no  more  ? 

It  is  not  possible  to  give  here  a  theory  of  wages  worked 
out  in  full  detail.  We  must  confine  ourselves  to  making 
clear  the  general  outline  of  such  a  theory.  The  work  of 
filling  this  up  with  a  detailed  description,  based  upon  a 
comprehensive  mass  of  facts  (which  are,  unfortunately, 
still  too  scanty),  must  be  left  to  special  research.  Our 
main  task  must  be  to  present  the  theory  of  wages  in  its 
organic  connection  with  the  general  theory  of  prices, 
to  consider  wages  in  their  dependence  upon  the  entire 
pricing  process,  and  especially  upon  the  other  factors  of 
production.  In  this  section  we  have  first  to  show  in 
detail  the  general  position  of  labour  as  a  factor  of  pro¬ 
duction  and  as  an  element  of  the  pricing  process. 

For  this  purpose  it  is  first  necessary  to  emphasise  the 
distinction  between  work  and  the  worker.  Work  or 
labour  is  the  service  of  the  worker.  There  is  here,  there¬ 
fore,  a  distinction  analogous  to  that  between  durable 
goods  and  their  utilities.  We  have  already  seen  how 
important  this  distinction  is.  The  distinction  between 
labour  and  the  worker  is  hardly  less  important,  and  over¬ 
looking  it  leads  to  a  good  deal  of  confusion  in  discussing 
wages.  But  the  relation  between  work  and  worker  has 
certain  peculiar  features.  Whereas  the  amount  of  the 
utilities  of  a  group  of  durable  goods  is  settled  by  the 
amount  of  the  goods  themselves,  this  is  not  the  case  with 
labour;  for  the  use  of  the  worker  depends  partly  upon  his 
will.  The  amount  of  labour  offered  is  thus,  in  a  sense, 
an  independent  quantity  determined,  not  only  by  the 
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number  of  the  workers,  but  also  by  other  factors  over 
which  the  workers  have  the  deciding  influence. 

The  utilities  of  durable  goods  cannot,  in  dealing  with 
the  general  process  of  pricing,  be  taken  as  primary  factors 
of  production,  because  they  can  be  reduced  to  the 
durable  goods  themselves  and  the  capital- disposal  re¬ 
quired  for  utilising  them;  and  the  durable  goods  in  turn 
can  be  reduced  to  the  means  of  production  that  are 
required  for  making  them.  This  connection  is  essen¬ 
tially  of  an  economic  nature,  and  is  a  necessary  part  of  the 
pricing  process.  With  regard  to  the  relation  between 
labour  and  worker,  it  is  otherwise.  The  relation  between 
the  amount  of  work  done  and  the  number  of  workers 
is  not  of  a  purely  economic  nature,  and  the  worker 
himself  cannot  be  regarded  merely  as  the  issue  of  an 
economic  productive  process.  Hence  labour  can  and 
must  be  regarded  as  a  primary  factor  of  production  in  a 
first  study  of  the  pricing  problem,  and  the  quantities  of 
the  labour  offered,  of  various  kinds,  must  be  conceived 
as  objectively  given  elements  of  the  pricing  process.  It 
then  remains  to  complete  this  theory  by  a  study  of  the 
general  factors  which  connect  the  quantity  of  work  with 
the  number  of  workers  or  determine  this  number.  This 
will  afford  an  opportunity  of  investigating  the  eventual 
effect  of  the  height  of  the  wage  itself  upon  the  supply  of 
labour  and  workers.  We  have,  therefore,  here  to  proceed 
in  our  usual  way:  in  the  first  stage  of  our  treatment  of 
the  pricing  process  to  take  for  granted  the  quantity  of 
a  certain  factor  of  production,  then  show  the  elements 
which  determine  this  quantity,  including,  especially,  the 
price  of  the  factor  of  production  itself,  and  determine 
their  influence  as  regards  prices. 

The  factor  of  production  “  labour  ”  must  chiefly  be 
regarded  as  the  disposal  during  a  certain  period  of  labour 
of  a  certain  quality.  What  is  paid  for  this  disposal  is 
the  wage.  This  definition  holds  good  even  if  various 
ways  of  calculating  the  wage  are  selected  which  (such  as 
piece-work  or  bonus-work  of  one  sort  or  other)  aim  at 
securing  the  highest  degree  of  intensity,  or  of  quality. 
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The  worker  who  sells  his  labour  derives  his  income 
therefrom.  This  income  must  be  accurately  distin¬ 
guished  from  wages.  The  wage  is,  it  is  true,  a  very 
important  element  of  the  worker’s  income;  but  there  are 
other  elements  in  it,  especially  the  steadiness  of  em¬ 
ployment  of  the  worker.  This,  again,  clearly  depends 
upon  the  worker  himself,  upon  his  moral  and  physical 
strength  and  his  health,  and  also  upon  the  demand; 
in  the  long  run,  therefore,  upon  consumption,  but 
directly  upon  the  management  of  the  business  in  which 
he  is  employed.  Further,  it  is  much  influenced — which 
is  often  overlooked — by  the  entire  organisation  of  the 
labour  market  and  the  methods  of  covering  the  demand 
for  labour.  The  worker’s  income  may  be  reckoned 
for  a  day,  a  week,  a  year,  or  his  whole  life.  In  his  income 
for  the  whole  of  his  life  the  duration  of  his  full  capacity 
for  work  is  obviously  an  important  factor. 

For  a  single  factor  of  production  there  is  on  an  ideal 
market  a  single  price.  A  general  tendency  to  this 
uniformity  of  prices  is  seen  in  the  actual  labour  market 
in  regard  to  the  “  disposal  during  a  certain  period  of  a 
labour  of  a  certain  quality  ”;  though,  naturally,  there  are 
many  opposite  tendencies  and  other  obstacles  to  complete 
uniformity.  But  there  need  not  be  this  uniformity, 
either  in  regard  to  the  prices  of  productive  work  or  to  the 
income  of  workers  earning  the  same  wage.  This  shows 
again  that  we  must  always  take  the  factor  of  production 
labour  in  the  sense  in  which  it  is  taken  here. 

The  wage  and  income  of  the  worker  are,  therefore, 
two  different  magnitudes;  their  variations  need  not  be 
parallel,  and  they  hold  different  positions  in  the  pricing 
process.  The  wage  is  strictly  a  part  of  the  cost  of  pro¬ 
duction,  a  means  of  restricting  the  demand;  and,  of 
course,  an  element  of  the  worker’s  income.  The  em¬ 
ployer  naturally  gives  his  attention  to  limiting  the  cost  of 
production,  and  only  reduces  wages  as  far  as  it  is  required 
for  this  purpose:  the  interest  of  the  worker  is  necessarily 
chiefly  directed  to  the  income  which  he  can  get  by  his 
work.  If  we  wish  to  regard  labour,  or  the  worker  himself, 
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as  the  result  of  a  productive  process,  and  so  connect  the 
supply  of  labour  with  the  cost  of  production,  the  income 
of  the  worker  is  clearly  the  decisive  element ;  we  must  ask 
to  what  extent  this  income  covers  the  cost  of  production 
of  labour. 

We  have  already  seen  in  our  general  study  of  prices 
that  in  regard  to  a  consumable  good  the  price  of  the 
good  and  the  price  of  its  use  are  one  and  the  same  thing. 
The  price  of  the  good  serves  at  once  to  restrict  the 
demand  and  to  stimulate  production.  In  regard  to 
durable  goods,  on  the  other  hand,  there  is  one  price  for 
the  good  itself  and  another  for  the  use  of  it.  The  latter 
serves  to  restrict  the  demand;  the  former  to  stimulate 
production.  If  we  insist  on  regarding  the  worker  as  a 
product,  he  must  in  this  respect  be  put  on  the  same 
footing  as  durable  goods.  The  price  of  the  use  of  labour 
is  the  wage:  for  the  worker  himself  there  is  no  selling 
price,  but  his  total  life-income  is  the  price  that  stands 
against  the  cost  of  production  of  labour  and  must  pay 
it,  if  the  productive  process,  considered  from  the  purely 
economic  point  of  view,  is  to  pay  its  way. 

In  regard  to  wages  we  distinguish  between  the  wage 
paid  in  kind  and  the  money  wage.  The  once  customary 
wage  in  kind  has  been  gradually  replaced  by  the  money 
wage  as  the  monetary  economy  developed.  This  develop¬ 
ment  was  supported  by  socio-political  legislation,  as  pay¬ 
ment  in  kind  often  made  it  difficult  to  recognise  the 
real  nature  of  the  return  for  labour,  and  restricted  the 
economic  liberty  of  the  worker.  We  must,  however, 
bear  in  mind  that,  even  where  the  wage  is  paid  entirely 
in  money  from  a  popular  point  of  view,  labour  receives 
certain  advantages  which  economically  must  certainly  be 
reckoned  in  the  wage,  though  the  worker  has  no  right 
of  choice  in  regard  to  the  form  of  them.  Such  are,  for 
instance,  free  houses  or  houses  at  a  low  rent,  free  heating, 
baths,  medical  attendance,  etc.;  also  insurance  contribu¬ 
tions,  pensions,  and  other  gifts  of  the  employer.  The 
cost  of  these  things  is  naturally  regarded  by  the  employer 
as  wages-cost.  That  these  sections  of  the  wage  are 
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offered  only  in  a  definite  form,  and  not  in  money,  shows 
that  in  this  way  it  is  expected  to  promote  the  real  welfare 
of  the  worker,  and  also  to  get  better  work  done  in  the 
course  of  time  for  the  money  spent. 

§  35.  The  Demand  for  Labour. 

We  will  first  study  the  pricing  of  labour  on  the 
assumption  that  the  amount  of  labour  of  every  kind  and 
quality  which  is  available  on  the  market  is  a  given 
quantity — a  quantity  independent  of  pricing — of  the 
problem;  and  we  will  throw  light  on  the  pricing  problem 
thus  defined  by  special  attention  to  the  factors  at  work 
on  the  side  of  the  demand. 

The  pricing  of  labour  is,  like  all  pricing,  governed 
primarily  by  the  principle  of  scarcity.  Hence  labour  of 
every  kind  and  quality  receives  a  price  that  must  be  just 
high  enough  to  keep  the  demand  for  it  adjusted  to  the 
available  supply  of  the  labour  in  question.  If  we  take 
these  prices  as  known,  we  can  with  their  help — and  of  the 
prices  of  the  other  means  of  production — calculate  the 
prices  of  the  products.  This  settles  the  demand  for  the 
various  products,  and  therefore  also  the  demand  for  the 
various  means  of  production,  especially  for  labour  of 
every  kind  and  quality.  This  demand  must  be  in 
harmony  with  the  supply.  If  the  demand  for  any  kind 
of  labour  is  insufficient,  it  is  a  sign  that  the  price  of  it  is 
too  high,  and — if  there  is  no  way  of  restricting  the  supply 
— must  be  reduced  in  order  to  provoke  a  larger  demand. 
Conversely,  if  the  demand  exceeds  the  supply,  wages 
must  be  raised. 

Hence  the  wage  is  essentially  determined  by  the 
competition  of  the  social  purchasing  power  for  labour, 
and  in  that  sense  it  must  be  regarded  as  the  expression 
of  the  valuation  of  the  labour  in  question  by  consumers. 
This  thesis  is  the  central  content  of  the  whole  theory 
of  wages,,  and  all  discussion  of  practical  wages  problems 
must  be  directly  in  touch  with  it. 

In  practice  wages  are  generally  settled  in  such  wise 
that  for  a  certain  kind  of  labour  a  wage  is  fixed  of  the 
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height  that  seems  required  in  order  to  attract  a  sufficient 
demand  for  sufficiently  qualified  labour.  The  answer  to 
the  question  whether  the  correct  measure  has  been  taken 
must  be  left  to  later  experience:  a  scarce  supply  makes 
a  rise  of  wages  necessary,  whilst  an  excessive  supply 
sooner  or  later  brings  wages  down.  That  is  the  way  in 
which  every  large  business  proceeds;  it  cannot,  of  course, 
deal  with  each  individual  it  employs  about  his  wages. 
The  wage  policy  of  public  bodies  must  in  principle 
follow  the  same  method.  On  the  largest  scale  wages 
are  settled  in  this  way  between  the  workers’  unions  and 
the  employers’  associations,  and  are  then  revised  from 
time  to  time. 

If  we  take  the  total  amount  of  labour  of  every  kind 
and  quality  as  given,  this  pricing  process  clearly  means 
only  a  distribution  of  the  given  quantities  of  labour 
amongst  the  various  trades  according  to  their  paying 
capacity,  or,  in  the  long  run,  according  to  the  demands 
of  consumers.  Practice  really  follows  the  same  way  as 
we  have  done  in  our  theoretical  analysis.  It  fixes  experi¬ 
mentally,  so  to  say,  but,  naturally,  with  a  regard  for  latest 
experience,  the  prices  of  the  various  kinds  of  labour,  and 
on  the  basis  of  these  prices  it  calculates  the  prices  of  the 
finished  products;  but  it  is  always  ready  to  revise  these 
prices  according  to  the  indications  given  by  the  actual 
demand.  The  prices  which  the  various  categories  of 
labour  receive  in  this  way  are  clearly  determined  by  the 
relative  scarcity  of  the  given  quantities  of  labour  relatively 
to  the  demand  in  complete  agreement  with  the  principle 
of  scarcity. 

The  principle  of  scarcity  makes  it  clear  that  the 
essential  reason  for  particularly  low  wages  is  mainly  to  be 
found  m  a  relative  surplus  of  labour  of  the  relevant  kind 
and  quality:  m  other  words,  that  a  restriction  of  the 
supply  generally  is  the  first  requirement  for  improving 
the  situation.  When  the  needs  of  consumers  for  a  certain 
labour  is  satisfied  up  to  a  point,  more  room  for  labour 
of  that  kind  can  be  found  in  consumption,  as  a  rule,  only 
by  greatly  lowering  the  price.  This  is  merely  a  sign  that 
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the  demand  has  a  limited  elasticity.  The  acceptance  of 
an  abnormally  low  wage  is  a  desperate  remedy,  in  order 
to  force  employment  for  a  quantity  of  labour  of  the  kind 
in  question,  for  which,  on  the  normal  wage,  there  would 
not  be  sufficient  room.  Any  attempt  to  raise  the  position 
of  this  labour  that  does  not  start  from  a  clear  recognition 
of  the  nature  of  the  problem  is  condemned  in  advance. 
Every  assistance  that  is  in  the  nature  of  an  improvement 
of  the  wage  can  clearly  only  have  the  effect  of  over¬ 
stocking  the  trade  with  labour  and  making  the  situation 
chronic. 

On  the  other  hand,  particularly  high  wages  can, 
naturally,  greatly  restrict  the  demand  for  a  specific  kind 
of  labour,  and  consequently  the  range  of  employment  for 
it.  For  labour  the  best  situation  is  reached  when  the 
supply  corresponds  as  closely  as  possible  to  the  demand, 
and  so  the  prices  of  the  various  kinds  of  labour  are  only 
expressions  of  its  inevitable  and  natural  scarcity. 

If  we  assume  this  adjustment,  the  “  value  ”  of  labour 
is,  apart  from  this  natural  scarcity,  chiefly  determined 
by  the  quality  of  the  demand.  Changes  in  the  customs, 
tastes,  and  purchasing  power  of  the  consumers  are 
obviously  important  factors  in  shaping  the  demand,  and 
they  may  have  an  important  or — when  the  supply  cannot 
adapt  itself,  or  not  quickly  enough,  to  these  changes — 
even  a  fatal  influence  on  the  state  of  the  market  for 
special  kinds  of  labour. 

The  demand  may,  in  general,  be  more  or  less  favour¬ 
able  for  the  factor  of  production  labour.  In  the  first 
place,  the  demand  of  the  community  may  look  more 
directly  to  labour  or  rather  to  the  products,  in  the 
making  of  which  other  factors  of  production  co-operate 
in  a  considerable  degree.  The  demand  of  the  wealthier 
classes  looks  direct  to  personal  labour  (domestic  service, 
luxury  industries,  etc.)  in  an  especial  degree,  while  the 
masses  are  more  apt  to  consume  articles  that  are  produced 
in  great  quantities  mainly  by  mechanical  means.  A 
democratic  distribution  of  income  ought  from  this  point 
of  view  to  tend  to  strengthen  the  demand  for  capital- 
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disposal,  and  therefore  proportionately  reduce  the 
demand  for  labour. 

Apart  from  fluctuations  in  this  general  distribution 
of  the  demand  for  the  various  factors  of  production,  the 
development  of  the  total  demand  depends  entirely  upon 
the  volume  of  the  social  purchasing  capacity,  or  the  total 
income  of  the  community.  Every  circumstance  that 
raises  the  efficiency  of  the  social  production  strengthens 
the  general  demand  for  labour,  and  thus  tends  to  raise 
the  general  level  of  wages.  To  that  extent  “labour” 
has  a  common  interest — in  actual  life  a  very  real,  though 
often  forgotten,  interest — in  the  greatest  possible  efficiency 
of  the  entire  process  of  production.  The  conception  of 
the  wage  as  a  definite  share  in  the  total  issue  of  social 
production  emphasises  this  dependence  upon  the  returns 
of  the  entire  social  process  of  production. 

Up  to  the  present  we  have  started  from  the  assump¬ 
tion  that  the  demand  for  finished  articles  unequivocally 
determines  also  the  demand  for  the  various  kinds  and 
qualities  of  labour.  In  real  life,  however,  there  are 
various  exceptions  to  this  rule,  and  they  modify  the 
principle  of  scarcity  as  the  determining  factor  of  wages. 
The  same  result  of  production  can  often  be  obtained  in 
different  ways.  One  kind  of  labour  may  be  replaced 
by  another,  or  the  productive  factor  labour  may  partly 
be  replaced  by  the  other  factors,  land  and  capital.  We 
have  now  to  consider  more  closely  the  conditions  and 
effects  of  these  substitutions,  and  we  begin  with  the  case 
of  a 

Substitution  of  Different  Kinds  and  Qualities  of  Labour  for 
each  other. 

There  is,  in  the  first  place,  a  certain  competition 
between  different  trades  which,  in  the  last  analysis, 
satisfy  the  same  need  of  consumers.  For  instance,  the 
workers  who  are  employed  in  the  production  and  con¬ 
struction  of  stoves  or  fireplaces  compete  with  the  men  who 
are  employed  in  central  heating  apparatus  and  in  the 
branches  of  the  iron  trade  which  work  for  them.  The 
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wage  customary  in  one  or  the  other  group  of  workers 
is  always  a  factor  in  the  competition  between  the  two 
systems,  and  it  is  not  improbable  that  the  high  wages  of 
the  stove-makers  have  in  places  helped  the  advance  of  the 
central  heating  system.  Where  there  is  this  competition 
between  different  trades,  there  are  generally  cases  in 
which  the  two  rival  methods  are  of  equal  value,  and  a 
change  of  wage  turns  the  scale  on  one  side  or  the  other. 
There  is  thus  a  certain  connection  between  the  wages 
paid  in  different  trades. 

We  have  then  to  consider  the  competition  of  different 
qualities  of  labour  in  the  same  trade.  It  is  often  possible 
to  produce  the  same  article  with  work  of  different 
qualities.  We  may  use  dear  and  capable,  or  cheap  and 
less  effective,  labour,  yet  the  economic  result  may  be  so 
nearly  the  same  that  businesses  of  both  sorts  may  exist 
together.  The  wage  problem  is  then  to  some  extent 
indeterminate.  Capable  employers  can  make  businesses 
with  competent  and  well-paid  workers  pay  well,  and 
displace  other  employers,  which  means  that  the  demand 
for  the  finished  articles,  if  it  is  constant,  looks  to  labour 
of  a  higher  type.  The  workers  themselves  may  do  much 
the  same  thing  when  they  are  in  a  position  to  prevent  the 
reduction  of  wages  below  a  certain  level  by  combination. 
In  cases  where  the  wage  problem  is  thus  indeterminate, 
there  is  clearly  always  a  possibility  that  a  policy  that  aims 
at  uplifting  the  workers  can  attain  its  aim  by  proper 
measures. 

In  this  connection,  lastly,  we  must  mention  the 
competition  between  male  and  female  labour.  A  good 
deal  has  been  written  about  the  inequality  of  wages, 
for  presumably  the  same  work,  of  the  two  sexes.  The 
explanation  is  sought  in  different  social  conditions, 
especially  in  the  smaller  requirements  of  women,  and 
in  the  surplus  of  female  labour;  or  the  whole  phenomenon 
is  traced  to  the  familiar,  but  very  unsatisfactory,  explana¬ 
tion  of  the  general  injustice  of  society.  But  the  main 
question  remains  unanswered.  How  can  female  labour 
generally  and  permanently  receive  a  lower  wage  than  it  is 
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worth — that  is  to  say,  a  price  below  that  which  equilibrium 
between  supply  and  demand  would  fix  in  the  pricing 
process,  and  would  therefore  represent  the  valuation  of 
this  labour  on  the  part  of  the  demand  ?  It  is,  of  course, 
possible  that  occasionally  female  labour  does  not  get  its 
real  market  price  from  lack  of  power  of  resistance,  of 
knowledge,  or  of  mobility,  but  only  when  there  is  no  fully 
effective  competition  of  employers  for  the  existing 
female  labour.  But  when  it  is  said  that  it  is  unjust  to 
pay  female  labour  less  than  male,  it  is  not  clear  why  the 
employer  who  employs  both  kinds  of  labour  together  does 
not  increasingly  substitute  the  cheaper  female  labour  for 
the  dearer  male  labour.  There  you  have  the  heart  of 
the  question.  If  the  employer — and  we  must  assume 
that  he  acts  from  a  purely  business  point  of  view — does 
not  do  this,  we  must  conclude  that  he  puts  a  higher  value 
on  the  male  labour  for  some  reason  or  other,  in  spite  of 
the  supposed  equal  work.  Practice  does  not  recognise 
the  equality  of  work  that  is  affirmed  by  theorists.  In  the 
actual  demand  there  is  a  very  definite  distinction  between 
male  and  female  labour,  and  that  is  the  decisive  factor. 
Where  male  and  female  labour  work  together  in  a  trade, 
we  quite  generally  find  a  differentiation  in  their  employ¬ 
ment.  The  rule  is  that  men  and  women  do  different 
kinds  of  work  in  the  same  trade,  and  so  get  different 
wages.  Even  when  the  employment  seems  externally 
to  be  much  the  same,  the  demand  turns  for  various 
reasons,  to  a  certain  extent,  to  male  labour.  There  are 
certainly  many  solid  reasons  for  this  differentiation; 
though,  objectively  considered,  they  need  not  be  reason¬ 
able.  In  a  certain  trade — banking,  for  instance — there 
may  be  a  long-standing  custom  of  using  only  male  labour 
in  certain  positions.  It  would,  perhaps,  not  be  considered 
comme  ilfaut  if  female  labour  were  used  instead.  These 
ideas,  which  one  may  call  prejudices,  though  the  business 
man  does  not  care  to  run  counter  to  them,  may  give  the 
male  a  higher  wage,  no  matter  how  equal  the  work  may 
be  objectively.  A  number  of  considerations  that  cannot 
really  be  regarded  impartially  as  unjust — consideration 
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of  security  against  thieves,  for  instance,  or  the  need  to 
maintain  discipline,  etc. — map  help  to  bring  about  the 
same  result.  Until  we  have  examined  and  tested  all 
these  things,  we  must  not  jump  at  the  theory  that  female 
labour  is  generally  “  underpaid  ”  relatively  to  male 
labour. 

However,  the  claim  that  female  labour  shall  be  paid 
equally  with  male  without  regard  to  the  state  of  the  market, 
on  some  theoretical  or  emotional  “  grounds  of  justice,” 
is  on  the  same  level  as  the  ordinary  Socialist  program  of 
wages. 

Substitution  of  Labour  and  Land  for  each  other. 

We  have  dealt  with  this  substitution  in  the  preceding 
chapter.  A  greater  or  less  quantity  of  labour  may  be 
employed  on  an  acre  of  ground.  If  the  price  of  the 
use  of  the  ground,  the  ground  rent,  and  the  wage  are 
given,  the  economically  best  combination  of  the  two  is 
determined.  The  demand  for  labour  is,  therefore,  not 
unequivocally  determined  by  the  wants  of  consumers 
and  the  height  of  wages.  It  is  also,  as  we  have  seen, 
influenced  to  a  certain  extent  by  a  price  of  a  rival  factor 
of  production,  the  use  of  the  ground.  This  influence 
means  a  certain  modification  of  the  scarcity  of  labour, 
but  it  by  no  means  abolishes  this  scarcity  as  the  essential 
determining  factor  of  the  price  of  labour. 

The  question  how  a  greater  wealth  of  land  influences 
wages  is  of  great  practical  importance.  If  the  amount 
of  a  factor  of  production — in  this  case  the  land — is 
increased,  the  relative  share  of  this  productive  factor, 
calculated  according  to  the  principle  of  scarcity,  in  the 
result  of  production  is  reduced.  For  this  reason  already 
an  increased  wealth  in  land  has  a  tendency  to  raise  wages. 
The  increased  demand  for  use  of  land,  however,  leads 
to  a  substitution  of  this  factor  of  production  for  labour. 
This  counteracts  to  some  extent  the  fall  of  ground  rent, 
though  the  fall  is  not  prevented.  Through  the  larger 
use  of  land  per  unit  of  labour  the  result  of  production 
is  increased,  and  so  the  national  income  rises,  and  the 
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purchasing  power  of  consumers  is  enlarged,  which  tends 
to  raise  wages. 

Hence  although,  on  the  whole,  a  rise  of  wages  must 
follow  an  increased  wealth  in  land,  the  agricultural 
workers  map  not  receive  the  full  advantage  of  the  re¬ 
duction  of  ground  rents  in  the  form  of  a  rise  of  wages. 
There  must  generally  be  a  relative  fall  of  prices  for  the 
products  of  the  land.  In  correspondence  with  this, 
if  the  general  price-level  remains  unchanged,  the  prices 
of  industrial  products  must  rise,  so  that  the  industrial 
workers  also  will  derive  some  advantage  from  the  increase 
in  wealth  of  land.  The  wage  of  the  agricultural  worker 
must  in  any  case  correspond  to  the  standard  of  living 
which  such  a  worker  can  attain  by  acquiring  and  working 
land  of  his  own. 

Substitution  of  Labour  and  Capital  for  each  other. 

That  the  disposal  of  capital  competes  with  labour  at 
many  points  in  the  productive  process,  and  can  be  sub¬ 
stituted  for  it,  we  have  already  seen  (§  23).  At  such 
points  the  prices  of  the  substitutable  quantities  of  the 
two  factors  of  production  must  clearly  be  equal.  This 
requirement  represents  a  condition  that  co-operates  in 
the  settlement  of  the  pricing  process.  Here  again  we 
find  that  the  demand  for  labour  is  not  entirely  determined 
by  the  demand  of  consumers  and  by  wages,  but  depends 
also  upon  the  supply  of  a  different  factor  of  production, 
the  disposal  of  capital.  However,  the  possibility  of  modi¬ 
fying  the  demand  for  labour  by  substituting  capital- 
disposal  must  not  be  allowed  to  obscure  the  fundamental 
significance  of  the  scarcity  of  labour  in  fixing  prices. 

The  significance  of  a  country’s  wealth  in  capital  as 
regards  the  general  height  of  wages  is  seen  most  clearly 
when  it  is  considered  primarily  according  to  the  principle 
of  scarcity,  and  the  principle  of  substitution  is  regarded 
merely  as  a  modification  of  this  principle.  An  increase 
in  wealth  of  capital  increases  the  efficiency  of  social  pro¬ 
duction,  and  consequently  the  collective  income,  and  it 
strengthens  the  demand  generally.  An  increased  supply  of 
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capital-disposal,  when  the  supply  of  labour  is  unchanged, 
improves  the  relative  condition  of  the  labour  market  at 
the  same  time.  These  two  facts  combine  to  raise  wages 
as  determined  by  the  principle  of  scarcity. 

In  opposition  to  the  wage  fund  theory  we  must  point 
out  that  it  is  not  capital,  but  income,  that  is  the  source 
of  the  social  demand  for  labour,  or  the  social  capacity 
to  purchase  labour.  An  increased  wealth  of  capital 
mainly  influences  this  demand  by  increasing  production 
and,  consequently,  the  income  of  the  community,  and 
also  by  improving  the  state  of  the  labour  market  by 
increasing  a  rival  means  of  production.  From  this  point 
of  view  the  working  class  has  a  great  interest  in  the  main¬ 
tenance  and  increase  of  the  community’s  wealth  in  capital. 

The  substitution  of  capital-disposal  for  labour  is,  as 
was  shown  in  §  23,  determined  by  a  number  of  different 
circumstances,  of  which  the  pricing  of  the  relevant  factors 
of  production  generally,  in  practice,  plays  the  chief  part. 
Other  circumstances  being  equal,  however,  a  low  rate 
of  interest  must  always  favour  this  substitution.  An 
increase  of  wages  within  a  special  trade  or  in  a  limited 
sphere  of  production  has  the  same  effect,  in  so  far  as  it 
does  not  extend  to  the  branch  of  production  which 
supplies  the  machines,  equipment,  etc.,  by  which  manual 
labour  in  the  branch  of  production  in  question  is  to  be 
replaced.  If  it  does,  the  rise  of  wages  must  increase  the 
need  of  capital-disposal,  and  therefore  its  cost,  to  a 
corresponding  extent.  A  general  and  uniform  increase 
of  wages  in  the  whole  economy  has,  therefore,  only  a 
subordinate  effect  as  regards  the  possibility  of  substituting 
capital-disposal  for  labour.  (If  there  were  no  other 
factor  of  production  besides  capital-disposal  except 
“  labour,”  this  increase  would  clearly  have  no  influence 
on  the  possibility  of  substitution.  The  imagined  increase 
would  then,  moreover,  lead  to  a  fall  in  the  purchasing 
power  of  the  monetary  unit,  as  the  price  of  capital- 
disposal  does  not,  as  we  have  seen,  contain  the  money- 
dimension.) 

In  times  when  there  is  a  special  scarcity  of  the  pro- 
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ductive  factor  labour,  an  extensive  substitution  of  capital- 
disposal  for  labour  will  not,  even  for  a  time,  reduce  the 
scarcity,  but  rather  increase  it,  on  account  of  the  imme¬ 
diate  demands  which  the  production  of  machines  and 
making  of  durable  apparatus,  etc.,  make  upon  labour. 
The  best  situation  for  the  substitution  of  capital-disposal 
for  labour  is,  clearly,  when  there  is  for  a  time  a  certain 
surplus  of  labour,  and  so  the  wage  is  relatively  low,  but 
an  increasing  scarcity  of  labour,  and  consequently  a 
rising  movement  of  wages,  are  to  be  expected. 

In  regard  to  the  competition  of  machinery  and  labour 
we  may  make  the  following  observations:  Inventions 
which  make  capital-disposal  in  the  form  of  machinery, 
etc.,  more  productive,  and  therefore  stronger  in  com¬ 
petition  with  manual  labour,  clearly  act  at  first  in  the 
relevant  trades  as  a  relative  increase  of  the  demand  for 
capital-disposal,  and  a  relative  reduction  of  the  demand 
for  labour;  and  consequently  as  a  tendency  to  reduce 
wages  in  the  trades  in  question.  But  at  the  same  time 
the  prices  of  the  products  are  generally  much  reduced, 
so  that  the  demand  for  them,  and  therefore  also  the 
demand  for  the  relevant  labour,  is  absolutely  increased; 
which,  of  course,  means  a  tendency  to  raise  wages. 

On  the  other  hand,  the  assumed  technical  progress 
brings  about  an  increase  of  the  total  production  of  the 
community,  and  consequently  an  increase  of  its  total 
income.  From  this  we  get  a  general  increase  of  the 
demand  for  labour.  When  this  demand  is  spread  over 
all  the  different  kinds  of  labour,  the  working  class  as  a 
whole  derives  an  advantage  from  technical  advances. 
But  it  is  always  doubtful  whether  the  particular  labour 
that  is  employed  in  that  trade  in  which  the  advance  has 
occurred  gains  or  loses  by  it.  This  will  depend  upon 
whether  the  favourable  tendency  of  the  increase  of  the 
demand  for  the  product  in  question  or  the  unfavourable 
action  of  the  relative  displacement  of  labour  by  machinery 
is  predominant. 

If  labour-saving  machines  are  introduced  into  a 
relatively  small  branch  of  industry,  and  the  expansive 
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capacity  of  the  industry  is  not  very  great,  the  demand 
for  the  labour  concerned  is  reduced,  at  least  as  regards 
the  immediate  future.  In  that  case  if  the  friction  which 
is  involved  in  transferring  the  labour  to  other  occupa¬ 
tions  is  not  overcome — that  is  to  say,  if  the  supply  remains 
for  some  time  generally  unchanged — it  is  inevitable  that 
the  workers  in  the  trade  in  question  will  suffer  from  the 
introduction  of  labour-saving  machinery.  The  injury 
may,  according  to  circumstances,  take  the  form  of  a 
reduction  of  wages  or  insufficient  employment.  The 
lower  degree  of  employment  in  turn  may  find  expression 
either  in  an  increase  of  the  number  of  unemployed  in 
the  trade  in  question  or  in  a  general  under-employment. 
In  any  case  the  income  of  the  workers  will  be  reduced, 
and  their  standard  of  living  will  be  lowered.  The  con¬ 
sequent  degradation  of  labour  itself  is,  of  course,  made 
still  worse  by  irregular  employment  or  under-employ¬ 
ment.  Technical  advances  may  in  these  circumstances 
easily  be  bought  at  the  expense  of  a  destruction  of 
human  labour.  These  consequences  can  only  be  avoided 
if,  in  view  of  the  danger,  proper  measures  are  taken  to 
transfer  the  superfluous  workers  to  other  trades,  or  if 
the  realisation  of  the  new  invention  is  retarded — by, 
for  instance,  the  action  of  the  Unions.  Both  methods, 
however,  involve  the  risk  of  being  used  unnecessarily, 
or  in  wrong  forms,  or  for  too  long  a  time,  and  of  the 
efforts  of  the  workers  themselves  not  being  enlisted 
sufficiently  in  securing  the  smooth  working  of  the  new 
improvement. 

The  effects  of  the  substitution  of  machinery  also 
depend  very  much  on  what  sort  of  labour  the  machines 
require.  The  earlier  machinery  generally  required 
labour  only  of  an  inferior  quality,  and  on  that  account 
it  was  prejudicial  to  the  development  of  the  standard 
of  the  workers  and  the  quality  of  their  work.  The  new 
machinery,  on  the  other  hand,  often,  though  not  always, 
makes  great  demands  on  the  quality  of  labour — on  their 
reliability,  attention,  intelligence,  and  nervous  strength. 
On  the  whole,  therefore,  it  means  an  increasing  demand 
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for  labour  of  that  quality.  If  the  production  and  training 
of  workers  to  meet  these  requirements  do  not  keep  pace 
with  the  demand,  the  general  wage-level  of  the  labour 
concerned  is  bound  to  rise. 

§  36.  The  Supply  of  Labour  as  Determined  by  the 
Number  of  Workers. 

To  the  theory  of  prices  which  defines  the  costs  of 
production  simply  as  prices  that  must  be  paid  if  certain 
sacrifices  are  to  be  made,  it  must  seem  essential  to  repre¬ 
sent  labour  as  such  a  sacrifice  and  the  wage  as  the  price 
that  alone  can  secure  the  necessary  supply  of  labour.  It  is 
clear  that,  merely  in  order  to  find  a  foundation  for  this 
theory,  the  dependence  of  the  supply  of  labour  upon  its 
price  has  often  been  pressed  in  a  way  that  does  not  seem 
to  be  justified  by  the  facts.  On  the  other  hand,  it  has 
been  sought  to  deny  the  position  of  labour  as  a  primary 
factor  of  production,  and  to  represent  the  supply  of 
labour  as  a  quantity  dependent  upon  a  special  kind  of 
production,  and  therefore  only  determined  by  the  pro¬ 
ductive  process;  and,  in  agreement  with  this,  to  find  the 
normal  determining  factor  of  wages  in  the  supposed  cost 
of  production  of  labour.  In  opposition  to  these  sup 
positions,  which  have  chiefly  been  made  in  support  of  a 
theory,  we  must  try  to  represent  labour  as  it  really  is  in 
its  essential  features  and  with  its  most  important  deter¬ 
mining  factors.  It  is  then  hardly  possible  to  doubt  that 
the  supply  of  labour  must  primarily  be  conceived  as  a 
given  quantity  of  the  pricing  problem,  independent  of 
the  ordinary  variations  of  the  price  of  labour.  This 
assumption  must  be  made  the  basis  of  our  first  study  of 
the  theory  of  wages.  In  any  case  it  corresponds  so 
closely  with  reality  that  the  eventual  complete  theory 
is  bound  to  hold  good  for  this  conceivable  case.  The 
theory  of  wages  must,  therefore,  in  its  first  stage  build 
upon  the  assumption  that  the  factor  of  production 
labour  is,  in  its  various  kinds  and  qualities,  given  as  far 
as  its  quantity  is  concerned. 

For  the  study  of  the  supply  of  labour  this  means  that 
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we  must  first  get  a  general  idea  of  the  constitution  of 
this  supply,  then  go  on  to  inquire  into  the  external — 
the  general  social — factors  which  determine  the  supply 
and  finally  make  an  analysis  of  the  eventual  influence  of 
wages  themselves  on  the  amount  of  labour  offered.  We 
can  only  give  this  study  in  general  outline  here. 

The  scarcity  of  labour  is  clearly  due  to  two  factors : 
first,  the  scarcity  of  the  workers  themselves;  secondly,  the 
restriction  of  the  amount  of  work  per  worker.  In  this 
section  let  us  consider  first  the  scarcity  of  workers.  When 
the  whole  working  class  is  taken  as  a  single  homogeneous 
mass,  it  must,  in  view  of  the  great  extent  of  unemploy¬ 
ment,  seem  remarkable  that  we  trace  wages  to  the  scarcity 
of  workers.  But  it  is  not  possible  to  form  any  sort  of 
correct  idea  of  the  labour  market  until  we  are  quite 
clear  about  the  real  composition  of  what  we  call  the 
working  class.  The  workers  are,  really,  as  we  have 
already  said,  a  very  heterogeneous  mass,  in  which  every 
conceivable  kind  and  quality  is  represented,  and  the 
transitions  from  one  group  to  another  are  practically 
continuous.  Differences  of  age  alone  mean  an  important 
graduation.  Only  a  few  decades  of  the  prime  of  life 
represent  the  full  working  capacity.  The  young  workers 
are  a  class  apart,  and  at  quite  an  early  age,  especially  in 
modern  industry  the  ageing  workers  are  declassified. 
In  regard  to  health,  and  physical  capacity  generally, 
the  diversities  are  again  very  great;  and  in  real  life  we 
find  a  continuous  transition  from  the  perfectly  sound 
and  competent  to  the  half- usable  and  the  totally  un¬ 
usable,  the  invalids  in  the  literal  sense.  In  addition 
we  have  to  consider  the  very  complex  graduation  of 
natural  gifts  in  moral,  intellectual,  and  physical  respects. 
Here  again  the  entire  scale  is  represented,  from  the 
entirely  reliable,  energetic,  and  ambitious,  the  intelli¬ 
gent  and  capable,  to  the  opposite  extremes.  These 
natural  differences  are  quite  conspicuous  in  any  nation, 
and  they  are  still  more  conspicuous  when  we  compare 
one  race  with  another. 

The  differences  in  endowment  are  partly  obliterated. 
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but  perhaps  more  frequently  accentuated,  by  education 
and  training,  and  especially  by  differences  of  social 
environment  and  conditions  of  employment.  That 
defective  education  and  training,  poor  nourishment  and 
similar  bad  conditions,  also  frivolity  and  excesses,  and 
such  customs  as  games  and  particularly  drink,  acting 
in  the  form  of  social  pressure,  lower  the  status  of  men 
as  workers,  and  may  destroy  their  powers  altogether, 
hardly  needs  to  be  enlarged  upon.  But  probably  it  is  the 
conditions  in  which  he  earns  his  living — particularly  the 
regularity  and  duration  of  his  employment — which  have 
the  most  influence  on  the  fate  of  the  worker.  The  grave 
social  evils  which  are  found  in  this  sphere  must  not  in¬ 
frequently  overshadow  all  the  others. 

If,  then,  the  “  working  class  ”  is  composed  of  such 
different  elements,  and  if  the  lower  strata  are  constantly 
recruited  through  the  action  of  various  factors,  it  can  no 
longer  seem  a  mystery  that  there  is  a  scarcity  of  labour 
of  a  high  quality  as  well  as  a  good  deal  of  unemployment. 
It  is  only  when  we  have  a  correct  idea  of  the  real  consti¬ 
tution  of  the  working  class  that  we  can  gradually  under¬ 
stand  the  real  nature  of  the  much-discussed  phenomenon 
that  is  known  as  “the  industrial  reserve  army.”  In  normal 
conditions  workers  of  different  quality  are  engaged  in 
every  occupation  up  to  a  certain  stage.  When  reductions 
become  necessary,  it  may  be  taken  as  a  general  rule — 
though  by  no  means  without  exceptions — that  the  worse 
workers  will  go  first,  and  the  best  be  kept  longest.  When 
the  demand  for  labour  increases,  the  demand  must,  as  a 
rule,  be  met  to  a  great  extent  by  taking  on  workers  of  an 
inferior  quality.*  One  consequence,  amongst  others,  of 
this  is  that  the  cost  of  labour  increases  during  a  high  con¬ 
juncture:  which  is  a  phenomenon  of  general  experience. 
The  process  we  have  described  has  a  certain  resemblance 
to  the  extension  of  the  cultivated  area  when  the  demand 

•  The  satisfaction  of  the  demand  for  workers  during  a  high  con¬ 
juncture  cannot  entirely  be  explained  in  this  way.  The  chief  reserve 
upon  which  industry  drew  in  the  last  century  during  periods  of  brisk 
development  was  quite  different.  We  will  return  to  this  question  in 
Book  IV.,  ch.  xv. 
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for  the  necessaries  of  life  increases;  land  of  an  inferior 
quality  has  then  to  be  taken  up.  But  just  as  the  existence 
of  inferior  and  unused  land  does  not  prevent  a  real 
scarcity  of  land,  and  ground  rent  being  based  mainly 
on  this,  so  the  existence  of  unused  workers  of  a  much 
inferior  quality  does  not  prevent  a  real  scarcity  of  suitable 
workers  from  making  itself  felt  in  industrial  life,  and  being 
a  principal  determining  factor  of  wages. 

This  analogy  of  the  pricing  of  labour  with  that  oi 
land  is  not  complete.  The  usual  idea,  that  the  land  last 
taken  up  pays  no  rent,  is  scarcely  tenable  in  practice,  but 
it  is  theoretically  possible;  whereas  a  corresponding  idea 
in  regard  to  the  last  labour  taken  on  is  theoretically  out 
of  the  question.  Even  the  worst  worker  who  is  required 
must  receive  a  wage.  How  this  can  be  reconciled  with 
the  fact  that  at  the  same  time  there  is  a  certain  amount 
of  labour  of  the  same  or  an  inferior  quality  without 
employment  is  really  one  of  the  main  problems  of  the 
theory  of  wages.  The  explanation  of  it,  or  of  how  there 
can  be  a  scarcity  of  labour  at  the  same  time  as  a  certain 
surplus  of  workers,  is  in  the  fact  that  the  worker  with 
holds  his  supply  of  labour.  This  we  will  consider  in  the 
next  section. 

In  the  various  trades  wages  are,  as  we  said,  generally 
uniform.  It  is  then,  obviously,  to  the  interest  of  the 
employer  to  engage  the  best  worker  he  can  for  the  wage. 
In  times  of  scarcity  of  labour,  however,  when  he  must 
engage  workers  of  an  inferior  quality,  he  generally  has 
to  pay  them  at  the  same  rate  as  the  more  competent 
whom  he  already  employed.  He  tries  to  adjust  the  pay 
to  the  work  by  piece-wages  or  even  subtler  wage-systems. 
But  as  this  never  succeeds  entirely,  the  difference  in  the 
payment  of  the  workers  does  not  perfectly  correspond  with 
the  difference  in  their  productivity  as  a  rule;  as  we 
generally  assume  in  regard  to  the  rents  of  different  pieces 
of  land. 

In  periods  of  depression  workers  of  normal  capacity 
are  often  unemployed,  and  there  is  then  certainly  a 
surplus  of  workers  in  a  certain  sense.  This  is  largely 
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true  also  of  the  workers  in  seasonal  occupations  in  the 
dead  season;  and  still  more  frequently  of  workers  in  trades 
which  are  subject  to  great  fluctuations  in  their  daily 
demands  for  labour.  Over  against  the  varying  need  of 
labour  there  is  on  the  side  of  the  supply  a  comparatively 
constant  quantity  of  workers  which  is  large  enough,  at 
least  by  extra  exertion  (overtime,  etc.),  to  meet  the 
maximum  demand,  and  is  consequently  too  large  to  find 
complete  employment  in  times  of  decreased  demand. 
This  phenomenon  is  not  peculiar  to  the  labour  market. 
Industry  has  also  to  arrange  its  factory  equipment  and 
machines,  shipping  companies  their  tonnage,  railways 
their  rolling  stock,  if  not  to  meet  the  maximum  demand, 
at  all  events  to  meet  the  needs  of  the  brisker  periods  of 
business;  and  this  fixed  capital  has,  consequently,  to  drop 
out  of  use  partly  in  less  busy  periods.  The  detailed 
study  of  these  things  belongs  to  the  dynamics  of  the 
economic  life,  and  will  come  in  our  Fourth  Book.  Here 
we  need  only  say  that  in  the  cases  mentioned  the  supply  of 
means  of  production  as  a  whole  can  hardly  be  described 
as  excessive;  which  does  not  prevent  the  impossibility  of 
finding  full  occupation  in  times  of  depression  for  the 
means  of  production  already  devoted  to  use  from  being 
very  disagreeable  to  the  owners  of  them.  Naturally, 
this  must  apply  particularly  to  the  workers  who  find 
no  use  for  their  labour  in  times  of  short  demand.  For 
them  there  is  then  a  real,  if  temporary,  overstocking  of 
the  market.  That  simultaneously  with  this  overstocking 
of  the  market  with  workers  there  is  a  scarcity  of  labour  is, 
clearly,  a  necessary  condition  of  any  wage  being  paid  at 
all.  The  interesting  question  how  it  is  possible  to  realise 
this  condition  belongs,  as  we  said,  to  the  next  section. 

Here  we  observe  only  that  a  slight  unemployment 
shown  in  statistics  need  not  prove  a  surplus  of  workers. 
On  the  labour  market  both  supply  and  demand  are  quali¬ 
tative,  and  are  so  differentiated  in  point  of  space  and 
time  that  there  must  always  be  some  lack  of  agreement. 
The  frequent  change  of  job  which  is  unavoidable  in  the 
actual  organisation  of  many  trades  (such  as  the  building 
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trade)  is  bound  to  appear  in  the  statistics  in  a  certain 
not  inconsiderable  percentage  of  unemployment;  but  that 
does  not  prevent  the  employers  from  having  at  the  same 
time  a  difficulty  in  getting  men.  It  is  much  the  same  in 
some  other  trades,  though  to  a  less  extent.  A  well- 
organised  labour  exchange  could  cut  this  unemployment 
down  to  a  minimum,  but  could  never  entirely  prevent  it.* 

The  number  of  workers  is,  of  course,  primarily 
determined  by  the  increase  of  population.  This  is, 
however,  not  uniform,  as  a  rule;  it  differs  considerably 
in  different  strata  of  the  population.  There  is  generally 
a  certain  reserve  in  the  upper  strata,  while  the  lower 
classes  multiply  more  rapidly.  The  large  number  of 
children  in  certain  strata  of  the  working  class  makes  it 
difficult  to  rear  and  educate  them,  and  it  is  therefore 
difficult  for  them  to  rise  to  a  higher  level.  The  inevitable 
result  is  an  overstocking  of  the  market  with  unskilled 
workers  and  workers  of  an  inferior  quality.  If  at  the 
same  time  the  higher  classes  and  the  higher  strata  of  the 
working  class  have,  relatively,  too  few  children,  there  may 
be,  relatively,  too  great  a  scarcity  of  professional  workers, 
especially  in  positions  of  management,  where  a  higher 
education  is  necessary.  The  state  of  the  market  is  then 
very  unfavourable  for  the  poorest  class,  and  wages  in  this 
class  inevitably  fall  considerably.  That  the  unequal 
distribution  of  the  increase  of  population  means  also  an 
additional  burden  on  the  lower  classes  and  a  worsening 
of  their  position  is  just  as  obvious  as  that  it  is  injurious 
to  the  interest  of  the  producing  community  in  the  proper 
education  of  their  children. 

Passing  over  these  inequalities  of  the  increase  of 
population,  and  considering  the  increase  as  a  whole  as 
an  expression  of  the  supply  of  workers,  we  have  first  to 
notice  the  relation  between  this  increase  of  population 
and  the  simultaneous  increase  of  the  other  factors  of 

•  Perfect  use  is  not  possible  in  any  branch  of  the  economic  life.  Even 
in  the  most  intensive  traffic  only  a  part  of  the  resources  of  the  railways  is 
really  used.  In  a  large  town  with  a  pronounced  scarcity  of  houses  there 
are  always  some  houses  vacant. 
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production,  land  and  capital.  If  we  consider  first  the 
scarcity  of  workers  relatively  to  the  scarcity  of  land,  it  is 
at  once  clear  that  the  state  of  the  market  for  workers  in 
an  increasing  population  must  be  unfavourable  if  the  land 
is  limited  in  extent,  and  the  methods  of  cultivation  are 
practically  fixed.  If,  on  the  other  hand,  the  land  can  be 
increased  by  opening  up  new  districts  or  countries,  or 
made  to  produce  more  by  technical  improvements,  it 
is  possible  to  have  an  increase  of  population  without 
injuring  the  labour  market,  and  even  to  improve  it.  In 
the  first  case  a  pessimistic  view  of  the  population  question, 
in  the  second  an  optimistic,  will  prevail. 

The  scarcity  of  workers  must,  however,  also  be  con¬ 
sidered  in  relation  to  the  scarcity  of  capital.  An  increase 
of  population  at  a  more  rapid  rate  than  the  increase  of 
capital  must  inevitably  make  the  market  for  the  factor 
of  production  labour  worse.  Every  economic  advance 
depends  upon  the  condition  that  the  supply  of  workers  is 
more  and  more  restricted  in  proportion  to  the  supply  of 
capital.  Hence  a  more  even  distribution  of  income  does 
not  of  itself  suffice  to  raise  the  working  classes.  It  is 
only  when  we  have  in  addition  a  sufficiently  abundant 
formation  of  capital  and  a  sufficient  restraint  in  regard 
to  the  increase  of  population  that  anything  is  done  per¬ 
manently  for  the  working  class.  The  condition  of  certain 
colonial  countries  with  a  democratic  distribution  of  in¬ 
come  must  not  mislead  us  in  this  respect.  When  there  is 
an  abundance  of  land  and  a  considerable  inflow  of  capital 
from  older  countries  with  plenty  of  capital,  it  is  always 
possible  to  have  a  sufficient  scarcity  of  workers  together 
with  a  considerable  increase  of  population. 

Undoubtedly  the  increase  of  population  is  mainly 
determined  by  factors  which  lie  outside  the  pricing 
process.  Yet  even  in  regard  to  the  factor  of  production 
we  are  considering,  prices  are  certainly  not  altogether 
without  influence  on  the  supply,  and  primarily  on  the 
supply  of  workers.  The  attempt  to  regard  the  worker  as 
a  product,  the  supply  of  which  simply  depends  upon  the 
cost  of  production  being  covered  by  the  income  of  labour, 
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fails  entirely.  Men  are  not  produced  for  economic 
reasons.  The  result  of  the  sacrifices  for  the  education 
of  the  new  generation  falls  for  the  most  part  upon  others 
than  those  who  have  borne  the  cost.  The  cost  of  pro¬ 
ducing  and  maintaining  men  of  a  certain  efficiency  must, 
of  course,  be  paid;  but  it  is,  as  a  matter  of  fact,  paid  out 
of  the  current  national  income,  not  simply  out  of  the 
income  which  these  men  earn  themselves,  still  less 
necessarily  out  of  their  labour-income.  In  the  pro¬ 
gressive  community  a  larger  sum  is  paid  for  the  education 
of  the  young  than  a  repayment  of  the  cost  of  education 
by  the  working  generation  would  cover.  In  a  community 
with  decreasing  population  the  opposite  might  happen. 
There  is,  therefore,  no  direct  connection  between  the 
cost  of  production  of  the  workers  and  their  labour-service. 

Neither  can  it  be  said  that  an  increasing  income  of 
labour  always  and  necessarily  means  an  increase  of  the 
production  of  new  workers.  The  production  of  new 
workers,  as  a  matter  of  fact,  does  not  follow  the  income 
of  the  workers.  The  higher  strata  of  the  population, 
and  the  higher  strata  of  the  working  class  proper,  have 
relatively  few  children;  and  it  is  the  same  with  wealthy 
nations.  But  the  effect  of  an  increase  of  the  income  of 
labour  is  complicated  in  so  far  as,  even  when  it  means 
a  certain  amount  of  birth-control,  it  permits  a  better 
rearing  of  the  children,  and  to  that  extent  has  a  tendency 
to  increase  the  supply  of  workers.  On  infant  mortality, 
however,  the  rate  of  wages  should  have  less  direct  in¬ 
fluence  than  hygienic  knowledge  and  public  hygienic 
measures.  The  better  the  authorities  care  for  neglected 
children,  so  much  the  less  will  the  rate  of  wages  mean 
directly  for  the  increase  of  population  in  an  advanced 
modern  civilisation. 

If  we  consider  the  separate  strata  of  the  population, 
we  find  that  the  supply  of  workers  is  still  less  determined 
by  the  covering  of  the  cost  of  production  by  the  income 
of  labour.  Workers  of  a  certain  quality  can,  as  we  have 
-een  (§  32),  even  permanently  be  kept  at  a  wage  which 
does  not  cover  their  cost  of  production.  The  various 
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strata  of  the  population  are  not  sharply  marked  off  from 
each  other,  and  therefore  not  merely  recruited  from 
themselves.  The  labour-income  of  a  certain  class  of 
workers  need  not  then  necessarily  cover  the  cost  of  pro¬ 
duction  of  it. 

Such  a  state  of  things  in  the  sphere  of  production 
proper  would  naturally  be  in  contradiction  with  the 
principle  of  cost,  and  consequently  with  the  general 
economic  principle.  But,  as  we  said,  men  are  not  pro¬ 
duced  for  economic  reasons,  and  at  least  in  our  actual 
social  order  we  cannot  avoid  men  being  born  and  reared 
who  will  afterwards,  for  reasons  either  inherent  in  them 
or  in  the  labour  market,  prove  of  inferior  quality,  and 
will  never  cover  the  cost  of  their  production  by  their 
labour.  But  these  workers  contribute  to  the  social 
supply  of  labour.  It  is  particularly  clear  here  that  the 
theory  of  the  pricing  process  in  the  exchange  economy, 
as  we  have  often  pointed  out,  must  regard  the  supply  of 
workers  primarily  as  a  factor  of  the  problem  determined 
on  independent  grounds,  and  therefore  a  given  factor. 

Up  to  the  present  we  have  only  considered  the  number 
of  the  workers  in  general,  or  that  of  workers  of  a  certain 
quality.  Now  let  us  consider  the  supply  of  workers 
in  special  trades  and  places.  As  a  matter  of  fact,  the 
mobility  of  the  worker  is  restricted  by  various  circum¬ 
stances.  The  man  who  trains  himself  for  a  particular 
trade,  settles  in  a  particular  place,  perhaps  founds  a 
family,  and  acquires  his  own  house,  will  be  very  unwill¬ 
ing  to  leave  his  trade  or  his  locality.  Generally  speaking, 
mobility  is  most  restricted  in  the  higher  age-classes  of 
the  workers.  It  is  natural  enough  that  there  are  difficulties 
in  the  way  of  a  change  of  trade.  These  difficulties 
have,  it  is  true,  in  modern  conditions,  been  reduced  in 
many  trades  by  the  substitution  of  machine-minders, 
who  fairly  easily  pass  from  one  trade  to  another,  for  the 
old  highly  trained  and  specialised  craftsmen.  There  are, 
however,  still  difficulties  in  the  way  that  have  not  been 
overcome. 

In  the  original  choice  of  a  trade  there  is  greater 
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liberty,  but  the  choice  is  generally  strongly  influenced  by 
environment  and  the  nearest  opportunities.  In  places 
with  specialised  industries  the  choice  is  often  very 
restricted.  Women  workers  are  to  a  great  extent  tied 
up  with  their  families,  and  therefore  confined  to  the 
labour  market  that  is  found  nearest  to  the  house  of  the 
father.  These  obstacles  to  the  free  movement  of  the 
workers  can  easily  lead  to  a  certain  overstocking  of  a 
special  market  for  labour,  and  so  exert  a  certain  pressure 
on  wages.  The  relatively  greater  immobility  of  women 
workers  must  often  be  responsible  to  some  extent  for 
their  relatively  low  wages. 

The  choice  of  occupation  is  further  much  restricted 
by  the  cost  of  training.  We  often  find  that  this  cost  is 
quite  negligible  in  proportion  to  the  difference  in  wages 
received  in  the  various  trades  or  in  different  occupations 
of  the  same  trade.  From  a  purely  business  point  of  view 
training  for  a  better  trade  or  higher  position  would  be 
profitable.  The  explanation  generally  is  that  the  cost, 
though  small  in  proportion  to  the  profit,  is  an  insurmount¬ 
able  obstacle  for  the  working  class  family  or  the  young 
worker.  All  that  is  done  to  facilitate  and  improve  in¬ 
dustrial  training  is  calculated  to  promote  the  more  even 
distribution  of  the  workers  amongst  the  various  trades  or 
stages  of  employment,  and  so  prevent  the  dispropor¬ 
tionate  depression  of  certain  classes  of  wages. 

Migration  from  one  district  to  another  of  the  same 
country  is  now  much  easier,  and  is  also  assisted  by  the 
labour  bureaux.  Although,  however,  in  this  respect 
much  has  been  done  to  secure  an  economic  distribution 
of  the  existing  workers  over  the  various  areas,  there  are 
still  serious  impediments  to  the  similar  distribution  of 
labour  over  different  countries  or  different  parts  of  the 
world,  and  they  have  a  bad  influence,  not  only  on  the 
condition  of  some  of  the  groups  of  workers,  but  particu¬ 
larly  on  the  general  productivity  of  the  world  economy. 

The  delimitation  of  the  various  trades  is  to  some  extent 
made  more  pronounced  by  protectionist  efforts  within  the 
labour  world  itself.  The  policy  of  every  self-contained 
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Union  is  to  restrict  admission  to  the  trade.  But  even 
open  Unions  more  or  less  make  it  difficult  to  enter  the 
trade  by  insisting  on  certain  normal  conditions  of  labour. 
Even  without  a  Trade  Union  organisation  proper,  a 
traditional  rate  of  wage,  in  conjunction  with  a  tradi¬ 
tional  standard  of  living  and  efficiency,  may  prevent  the 
entrance  of  workers  of  inferior  quality. 

The  economic  significance  of  these  restrictions  will 
always  depend  upon  whether  they  are  merely  to  the 
advantage  of  casually  separated  groups  of  workers  or  in 
a  general  way  direct  the  demand  to  workers  of  a  higher 
type,  and  therefore  give  these  workers  the  preference  in 
employment,  put  difficulties  in  the  way  of  the  continued 
existence  of  the  workers  of  a  poorer  type,  and  so  help  to 
uplift  the  working  class. 

As  the  even  distribution  of  the  workers  amongst  the 
various  positions  is  hampered  by  so  many  circumstances, 
it  is  to  be  expected  that  in  real  life  we  shall  find  ine¬ 
qualities  of  wages  and  other  conditions  of  labour,  which 
are  not  due  merely  to  the  requirements  that  are  exacted 
of  labour  and  the  scarcity  of  the  workers  who  can  fulfil 
these  requirements.  In  particularly  progressive  trades 
in  which  the  need  of  labour  has  grown  much  more 
rapidly  than  the  working  class  population  as  a  whole,  we 
often  find  a  higher  wage  than  the  nature  of  the  work 
would  seem  to  justify.  On  the  other  hand  we  find  that 
stagnant  industries,  which  possibly  could  not  enlarge 
their  markets  in  decades,  offer  their  workers  conditions 
below  the  normal.  Hence  the  fate  of  the  worker  is  to  a 
certain  extent  bound  up  with  that  of  the  trade  or  business 
in  which  he  is  employed.  The  idea  that  the  employers 
prosper  entirely  at  the  expense  of  the  workers,  and  the 
workers  can  only  make  progress  at  the  expense  of  the 
employers,  is  strikingly  enfeebled  by  these  facts. 

The  accession  of  workers  to  the  various  industries  is 
generally  determined  by  these  external  factors.  The 
wage  itself  serves  to  attract  workers  to  a  particular  trade 
in  so  far  as  the  trade  competes  with  others  for  good- 
quality  labour.  But  as  regards  the  total  supply  of  workers 
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of  every  particular  quality  the  wage  paid  for  the  various 
qualities  does  not,  as  we  saw,  act  as  a  directly  effective 
regulator.  The  principal  deciding  factors  are  outside  the 
process  of  fixing  prices  in  this  case. 

§  37.  The  Supply  of  Labour  as  Determined  by  the 
Supply  of  Work  per  Worker. 

The  scarcity  of  the  factor  of  production  labour 
depends  not  only  upon  the  number  of  workers,  but  also 
upon  the  amount  of  work  done  on  the  average  by  each 
worker.  We  have  now  to  consider  the  factors  which 
regulate  this  individual  supply  of  labour. 

The  actual  amount  of  work  done  by  the  individual 
is  at  any  given  moment  generally  much  less  than  it  could 
be,  at  least  for  a  brief  period.  Men  have  learned  that 
they  must  economise  with  their  working  powers.  The 
highest  individual  and  economic  effect  is  got,  as  a  rule, 
not  by  the  greatest  possible  momentary  exertions,  but  by 
a  prudent  distribution  of  the  work  over  the  day,  week, 
or  life.  This  economic  regulation  of  the  individual  per¬ 
formance  is  very  important  as  regards  the  social  supply 
of  labour  per  worker.  The  modern  industrial  develop¬ 
ment  has  generally  led  to  a  considerable  shortening  of  the 
working  day  and  at  the  same  time  intensification  of  the 
work.  In  this  the  efforts  of  the  workers  to  get  time  for 
recreation  and  protection  against  an  uneconomic  use  of 
their  powers,  and  the  recognition  by  public  bodies  of  the 
need  to  regulate  hours  in  the  interest  of  the  national 
health  and  strength,  have  had  their  part;  but  these 
tendencies  were  at  least  in  part,  particularly  in  the  best- 
equipped  businesses,  in  the  interest  of  the  employers, 
who  saved  general  costs  by  getting  the  maximum  of 
work  in  the  shortest  time.  In  modern  countries  the 
day’s  work  is,  under  the  influence  of  these  tendencies, 
generally  in  the  various  industries  either  regulated  by 
custom,  or  by  agreement  between  organisations  of  those 
interested,  or,  particularly  since  the  war,  by  legislation. 
In  the  circumstances  the  individual  has,  as  a  rule,  no 
influence  on  his  hours  of  labour. 
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The  amount  of  work  actually  supplied  by  the  indivi¬ 
dual  worker  further  depends  upon  the  steadiness  and 
regularity  of  his  employment.  The  man  who  only  gets 
irregular  work  on  account  of  defective  endowment,  poor 
education,  or  the  effect  of  a  bad  organisation  of  the 
labour  market,  and  meantime  wanders  about  idly  for  some 
time  in  search  of  new  employment,  provides  much  less 
than  the  normal  amount  of  labour.  In  certain  trades  in 
which  the  locality  frequently  changes  (such  as  building) 
a  good  deal  of  the  possible  work  is  regularly  lost.  These 
things  have,  clearly,  a  considerable  influence  on  the  actual 
“  supply  of  work  per  worker.”  Hence  the  general  external 
factors  which  regulate  this  supply  are  fairly  clear. 

But  we  have  further  to  consider  a  deliberate  regula¬ 
tion  of  the  supply  of  labour  on  the  part  of  the  workers 
themselves  in  order  to  protect  or  improve  the  state  of  the 
market.  When  a  certain  amount  of  unemployment  sets 
in  on  account  of  a  falling  off  of  the  demand,  one  would 
think,  on  general  theoretical  grounds  of  pricing,  that  the 
preponderant  supply  of  labour  must  bring  down  the 
wage,  and  that  this  reduction  of  wages  would  not  cease 
until  the  unemployment  was  eased  by  a  stimulation  of  the 
demand,  or,  if  this  could  not  be  done,  until  the  wage  fell 
to  zero.  In  reality,  it  is  quite  different.  The  unem¬ 
ployed  resist  as  obstinately  as  possible  any  reduction  of 
wages,  and  are  extremely  reluctant  to  offer  their  labour 
at  a  lower  price.  They  are  confirmed  in  this  by  the  idea 
which  is  current  amongst  advanced  peoples  that  a  lower 
wage  means  a  lowering  of  personal  dignity.  The  unem¬ 
ployed  are  also  morally  and  materially  supported  by  their 
colleagues  in  their  resistance.  Not  infrequently  their 
colleagues  forcibly  prevent  them  from  taking  lower  wages. 
We  often  find  that  in  seasonal  trades  wages  are  higher 
than  in  continuous  trades.  This  higher  wage  is  in  a 
sense  payment  for  the  time  of  waiting,  and  it  explains 
how  it  is  possible  for  the  workers  to  hold  up  their  labour 
sufficiently  in  the  dead  season.  Hence  there  is  to  a  great 
extent  an  artificial  limitation  of  the  supply  of  labour,  and 
the  workers  succeed  in  this  way  in  maintaining  a  certain 
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scarcity  of  the  factor  of  production  labour  even  in  times 
when  there  is  a  surplus  of  workers,  and  consequently 
some  unemployment.  This  is  always  happening,  but  the 
attempt  naturally  succeeds  better  with  the  organised 
workers,  especially  when  they  have  funds  for  mainten¬ 
ance.  It  is  only  by  this  artificial  scarcity  of  labour  that 
we  can  theoretically  explain  the  state  of  equilibrium 
when  a  certain  wage  is  paid  at  a  time  when  there  is 
unemployment. 

We  also  find  in  the  labour  world  attempts  to  secure 
higher  wages  by  increasing  the  scarcity  of  labour  by 
means  of  restrictions  of  the  amount  of  work  done.  The 
demands  for  a  shortening  of  hours  which,  as  we  have 
seen,  have  mainly  another  aim,  also  look  to  this  object. 
To  judge  the  prospects  of  these  things  theoretically,  we 
will  assume  that  the  groups  of  workers  who  seek  to  raise 
their  wages  in  this  way  are  fully  employed.  A  restriction 
of  the  individual  amount  of  work  is  bound  in  that  case 
to  reduce  the  output.  The  assumption  that  the  effi¬ 
ciency  of  labour  is  proportionately  increased  by  shortening 
the  hours  is  out  of  question  here,  as  it  is  inconsistent  with 
the  assumption  of  an  increased  scarcity  of  labour.  If, 
on  these  suppositions,  it  is  desired  to  bring  about  an 
increased  scarcity  of  labour  for  the  above  purpose,  we 
are  bound  to  count  upon  a  reduction  of  output.  What 
will  be  the  probable  results  of  such  tactics  ?  If  the  group 
of  workers  in  question  have  competitors  in  the  same  trade, 
or  in  trades  which  meet  similar  needs,  they  have  no 
prospect  of  success.  If  the  group  is  so  comprehensive 
that  by  restricting  its  labour  it  can  bring  about  a  real 
restriction  of  the  supply  to  consumers,  the  prospect  is 
rather  more  favourable.  If  the  elasticity  of  this  res¬ 
tricted  demand  is  not  particularly  great,  the  labour  in 
question  will  soon  receive  an  increased  price  per  unit  of 
labour.  But  even  in  cases  where  an  increase  of  the  hourly 
wage  or  the  piece  wage  is  obtained  by  an  artificial  res¬ 
triction  of  the  hours  of  work  or  the  amount  of  work 
per  hour,  it  is  doubtful  whether  the  increase  will  out¬ 
weigh  the  reduction  in  the  amount  of  the  day’s  work. 
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If  this  is  not  so,  the  income  of  the  worker  is  bound  to  be 
reduced  by  this  policy. 

The  reduction  of  output  brought  about  by  res¬ 
tricting  work  must,  clearly,  bring  down  the  entire 
purchasing  power  of  the  community  to  a  certain  extent. 
Thus  the  possible  gain  of  a  closed  group  of  workers  is 
bought  by  a  certain  hardening  of  the  market  for  labour 
generally.  If  the  group  in  question  is  very  large — say, 
includes  the  whole  of  the  manual  workers — this  last 
effect  will,  as  we  have  said  (§  35),  prove  to  be  generally 
of  predominant  importance.  It  is  beyond  question  that 
a  reduced  income  for  the  workers  would  be  the  result  of 
a  general  restriction  of  the  hours  of  labour  without  at  the 
same  time  raising  the  efficiency  of  labour. 

Sometimes  it  is  said  that  the  aim  of  the  restriction 
of  the  day’s  output  is  to  find  employment  for  all  the 
workers  in  the  trade.  This  is,  clearly,  an  entirely  dif¬ 
ferent  object  than  the  one  we  have  considered,  and  pre¬ 
cisely  on  that  account  the  assumption  from  which  we  now 
start — that  there  is  a  certain  amount  of  unemployment 
— had  to  be  kept  out  of  the  previous  case.  If,  in  accord¬ 
ance  with  our  present  assumption,  the  total  amount  of 
labour  supplied  is  not  reduced  by  the  limitation  of  the 
individual’s  labour,  but  merely  distributed  over  a  larger 
number,  obviously  the  scarcity  and  the  price  of  labour 
will  not  be  affected  by  the  change.  The  total  income  of 
labour  remains  the  same,  and  is  merely  divided  amongst 
a  larger  number.  But  the  income  of  the  individual  must 
be  reduced  in  proportion  to  the  reduction  of  his  hours. 
In  temporary  crises  and  in  the  quiet  periods  of  seasonal 
trades  it  is  often  useful  to  distribute  the  diminished 
employment  in  this  way.  But  as  a  normal  remedy 
for  unemployment  the  method  is  very  dangerous,  as  it 
keeps  an  unnecessarily  large  number  of  workers  within 
a  trade,  and  keeps  them  in  a  state  of  chronic  under¬ 
employment  and  correspondingly  reduced  standard  of 
living. 

Let  us  now  see  what  effect  the  wage  itself  may  have 
on  the  individual  supply  of  labour.  The  theory  which 
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regards  wages  as  a  price  that  must  be  paid  in  order  that 
a  certain  amount  of  work  will  be  done,  and  therefore 
defines  the  wage  as  an  element  of  cost  corresponding  to 
the  sacrifice  involved  in  the  work,  puts  the  dependence 
of  the  individual’s  work  upon  his  wage  in  a  prominent 
position  which  the  facts  do  not  justify.  First,  as  regards 
the  hours  of  labour,  it  follows  from  what  we  said  above 
that  they  are  mainly  determined  by  other  factors  than 
wages.  At  all  events,  there  can  be  no  question  of  an 
increased  wage  leading  to  longer  hours  of  work.  On 
the  contrary,  it  is  a  normal  feature  of  the  actual  develop¬ 
ment  that  the  demands  for  shorter  hours  increase  with 
wages,  and  are  successful.  What  is  called  the  “  disutility 
theory,”  according  to  which  the  wage  must  cover  the 
disagreeableness  of  the  last  extension  of  the  day’s  work, 
and  is  determined  by  this  condition,  seems  to  be  an 
untenable  theoretical  construction;  especially  in  view 
of  the  fact  that  the  individual,  who  alone  can  experience 
this  disagreeableness,  practically  has  no  influence  on  his 
hours  of  labour. 

On  the  other  hand,  the  quality  of  the  labour  offered 
certainly  depends  to  some  extent  upon  the  wage.  The 
intensity  of  modern  work  implies  a  correspondingly 
high  standard  of  living  on  the  part  of  the  worker,  and 
the  wage  is  thus  in  a  sense  put  on  the  same  footing  as  the 
cost  of  maintaining  and  running  the  machinery.  But  we 
must  remember  that  an  increase  of  wages  by  no  means 
certainly,  still  less  directly,  means  an  increase  of  the 
efficiency  of  the  work.  Such  effect  of  higher  wages  is 
rather  due  in  the  main  to  other  matters,  such  as  racial 
character,  education,  the  general  policy  of  consumption, 
and  so  on.  A  rise  of  the  standard  of  life  of  the  worker, 
and  therefore  of  the  efficiency  of  his  work,  is  generally 
merely  the  outcome  of  a  slow  development,  and  cannot 
simply  be  purchased  by  a  higher  wage.  The  socio¬ 
political  value  of  an  increase  of  wages  seems  to  depend 
to  a  great  extent  on  whether  it  is  sudden  or  gradual. 
Too  rapid  an  increase  of  wages  may  very  easily  reduce 
the  worker’s  industry  and  regularity,  or  lead  him  to  an 
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uneconomical  consumption  that  even  at  times  injures  his 
own  working  powers,  and  so  engender  habits  that  will  be 
prejudicial  to  his  whole  future  and  extinguish  entirely  the 
advantage  of  the  rise  of  wages.  The  rapidity  with  which 
the  young  worker  attains  his  highest  income  in  modern 
conditions  often  has  bad  effects  for  this  reason.  A  higher 
wage,  in  short,  is  a  necessary,  but  by  no  means  the  only 
necessary,  condition  of  more  efficient  work. 

Nor  can  it  be  said  generally  that  the  wage  must 
necessarily  cover  the  current  cost  of  maintenance  of 
labour.  As  a  matter  of  fact,  there  are  such  great  num¬ 
bers  of  weak  and  economically  inferior  workers  that  their 
wage,  according  to  the  principle  of  scarcity,  is  often 
reduced  to  an  amount  that  does  not  suffice  to  cover  the 
bare  cost  of  maintenance  of  labour.  Here,  again,  we  have 
a  special  confirmation  of  our  idea  of  the  supply  of  labour 
as  a  factor  of  the  pricing  problem  essentially  determined 
by  independent  factors. 

It  may  be  necessary  to  supplement  such  very  low 
wages  by  the  assistance  of  the  family;  in  special  cases  by 
benevolence  or  public  provision  for  the  poor.  Hence  it 
is  not  possible  to  maintain  the  principle  of  cost  strictly 
in  regard  to  human  labour.  On  the  other  hand,  it  is 
clear  that  assistance  of  this  sort  must  always  have  a  bad 
effect.  Any  sound  social  policy  must  aim  at  educating 
men  as  far  as  possible  to  be  self-reliant,  and  will  therefore 
observe  the  principle  of  cost  as  strictly  as  it  can  in  regard 
to  human  labour.  A  theory  of  wages  that  started  with 
the  supposition  that  these  efforts  had  fully  achieved  theii 
purpose  would  be  too  far  away  from  the  facts. 

It  follows  unquestionably  from  what  we  have  said  that, 
like  the  supply  of  workers,  the  supply  of  work  per  worker 
must  be  regarded  as  a  given  factor  of  the  pricing  process. 
Both  the  hours  of  labour  and  the  regularity  and  intensity 
of  the  work  are  determined  by  general  factors  outside  the 
pricing  process.  The  influence  of  the  wage  itself  sinks 
entirely  into  the  background,  or  at  the  most  it  may  make 
itself  felt  in  a  very  long  period  and  with  the  co-opera¬ 
tion  of  other  factors.  That  in  these  circumstances  the 
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correct  first  approximation  of  the  theory  of  prices  is 
the  assumption  that  work  does  not  depend  upon  wages 
is  clear.  This  assumption  brings  out  clearly  the  scarcity 
of  labour  as  the  first  determining  factor  of  wages,  whereas 
the  idea  of  the  wage  as  compensation  for  something  done 
is  thrust  into  the  background. 

Finally,  we  may  observe  that,  although  the  wage 
itself  has  very  little  influence  on  the  work  done,  the  form 
in  which  the  wage  is  paid  may  have  a  direct  and  con¬ 
siderable  influence  on  it.  Those  forms  of  wages  which 
give,  not  merely  the  hours  of  work  or  the  amount  of  work 
done,  but  the  work  done  per  unit  of  time,  an  influence 
on  the  wage,  have  unquestionably  a  great  effect  on  the 
intensity  of  the  work  (sometimes  too  great  an  effect,  pre¬ 
judicial  to  the  economic  use  of  the  working  power).  The 
forms  of  wages  have,  therefore,  a  not  unimportant  place 
amongst  the  independent  factors  acting  on  the  side  of 
the  supply,  which  the  theory  of  prices  must  take  as 
given  elements. 

§  38.  The  Wage  in  a  Socialist  Community. 

The  Socialist  views  on  the  problem  of  wages  have 
not  been  built  into  a  consistent  and  generally  recognised 
logical  system.  It  is,  however,  not  difficult  to  get  an 
idea  of  the  main  content  of  these  views.  The  principal 
defect  of  the  actual  social  order  with  special  regard  to 
the  labour  question  is,  according  to  the  Socialists,  as 
we  have  already  seen  (§  31),  that  both  the  wage  and  the 
employment  of  the  worker  depend  upon  the  state  of 
the  market,  and  are  determined  by  commercial  factors. 
By  this  system  labour  is  reduced  to  the  status  of  a  com¬ 
modity,  which  is  not  consistent  either  with  the  human 
dignity  of  the  worker  or  his  rights  as  a  member  of  the  pro¬ 
ductive  community.  Socialism  condemns  this  economic 
order,  and  requires  full  employment  of  the  worker  (or  sup¬ 
pression  of  unemployment)  as  well  as  determination  of 
wages  on  objective  grounds.  In  fixing  the  wage  there 
may  be  a  regard  for  the  worker’s  competence,  for  the 
length  of  time  required  for  training  him,  for  the  difficulty 
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or  unpleasantness  of  his  occupation,  and  so  on;  but  only 
on  objective  grounds,  based  upon  the  nature  of  the  work, 
by  no  means  on  the  state  of  the  market,  the  number  of 
competing  workers,  or  anything  of  that  kind.  In  these 
demands  we  have,  as  we  said  in  §  31,  the  very  marrow  of  the 
Socialist  program  of  “the  abolition  of  the  wage-system.” 

But  these  demands  obviously  imply  a  new  object  of 
pricing.  Whereas  in  the  exchange  economy  the  chief 
object  of  pricing  is,  according  to  our  fundamental  study, 
so  to  restrict  consumption  and  direct  the  use  of  the 
productive  forces  of  the  economy,  and  ultimately  also 
stimulate  the  supply  of  these,  that  there  will  be  an  equi¬ 
librium  of  supply  and  demand,  the  Socialist  requirements 
demand  of  the  pricing  process  that  it  shall  regulate  the 
social  distribution  of  income,  and  on  independent,  objec¬ 
tive-ethical  grounds,  apart  from  all  regard  for  the  state 
of  the  market.  Now  this  demand  is,  as  one  easily  sees, 
inconsistent  with  the  general  economic  principle  of 
pricing.  Pricing  is,  as  we  have  seen,  determined  as  a 
whole  by  this  aim,  and  cannot,  therefore,  be  subject  to 
any  second  condition.  In  a  pricing  process  that  would 
effect  a  certain  distribution  of  income  it  is  clearly  not 
possible  to  maintain  at  one  and  the  same  time  the  freedom 
of  consumption  and  the  freedom  of  choice  of  profession, 
locality,  and  propagation — in  a  word,  the  freedom  of 
supply  of  labour.  Thus  a  realisation  of  the  wishes  of 
the  Socialists  would  mean  an  abandonment  of  certain 
essential  values  of  the  exchange  economy. 

It  is  part  of  the  nature  of  the  exchange  economy  that 
both  wage  and  employment  are  expressions  of  the  demand 
for  work  at  the  actual  supply.  The  much- discussed 
“  value  ”  of  labour  can,  as  a  matter  of  fact,  only  be 
defined  as  the  price  of  labour  in  the  ideal  pricing  process, 
governed  by  the  principle  of  scarcity,  which  we  described 
above.  This  definition  indicates  all  that  there  can  really 
be  in  such  vague,  but  popular,  expressions  as  “  the  full 
return  of  labour,”  “  the  real  share  of  labour  in  the 
outcome  of  production,”  etc.  A  pricing  process  that 
fixes  wages  on  the  principle  of  scarcity  is  indifferent  to 


34o  WAGES 

the  distribution  of  income  in  the  community.  If  we 
want  to  modify  this  process,  while  preserving  the  bases 
of  the  exchange  economy,  in  favour  of  one  or  other 
group  of  workers,  there  is  no  other  way  to  do  it  except  to 
regulate  the  “  value  ”  of  labour,  or  influence  the  market 
in  such  a  way  that  the  price  of  labour  is  raised. 

There  are  in  the  actual  exchange  economy,  according 
to  the  result  of  our  inquiries,  various  ways  of  regulating 
the  labour  market  in  this  sense.  There  are  socio-political 
measures  for  preventing  the  overstocking  of  badly  paid 
trades,  for  suppressing  the  under-payment  of  labour  in 
certain  trades  by  fixing  a  minimum  wage,  or  generally, 
making  it  difficult  to  have  a  standard  of  living  not  covered 
by  the  real  cost  of  life.  National  education  helps  posi¬ 
tively  to  strengthen  the  position  of  labour  on  the  market, 
especially  technical  training.  So  do  a  well- organised  and 
reasonably  conducted  labour  exchange,  a  suitable  local 
distribution  of  the  population,  a  limitation  of  the  increase 
of  population  in  the  strata  of  society  in  which  it  is  ex¬ 
cessive,  and,  in  certain  circumstances,  a  certain  general 
restriction  of  the  growth  of  population  relatively  to  the 
possiblities  of  increasing  the  other  factors  of  production, 
land  and  capital.  Finally,  the  state  of  the  labour  market 
is  improved  in  a  general  way  by  increasing  the  com¬ 
munity’s  purchasing  power,  or  raising  the  productivity  of 
labour,  and  consequently  the  entire  collective  production. 

The  Socialist  State  would  be  bound  to  proceed  in  the 
same  way,  or  seek  to  influence  the  labour  market  by  the 
means  indicated  here  or  others  that  seemed  suitable,  so 
that  labour  would  attain  a  proper  value.  If  this  were 
successfully  done  under  Socialism,  it  would  be  superfluous 
to  seek  to  regulate  wages  in  any  other  fashion  in  antago¬ 
nism  to  the  principle  of  scarcity.  In  any  such  attempt 
Socialism  would  run  counter  to  its  own  earlier  program 
of  realising  the  right  to  the  full  fruits  of  labour.  For 
if  this  right  is  secured  to  the  workers  by  the  ideal  pricing 
based  upon  the  principle  of  scarcity,  any  encroachment 
for  the  regulation  of  wages  from  other  points  of  view  will 
deprive  some  of  the  workers  of  part  of  the  full  return  on 
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their  labour  and  give  others  a  surplus  above  the  full 
return  on  their  labour. 

It  might  be  objected  that  the  Socialist  community 
has,  by  abolishing  private  ownership  of  the  material 
means  of  production,  taken  over  the  “  idle  income,” 
and  must  therefore  be  in  a  position  to  improve  the 
position  of  the  poorer  classes  without  touching  the  income 
of  the  higher  workers. 

On  the  other  hand,  Socialism  must,  like  any  other 
economy,  meet  a  number  of  purely  collective  wants.  It 
must  also  take  up  the  work  of  education,  art,  etc.,  which 
is  at  present  sustained  by  large  private  incomes;  and  it 
must,  in  fine,  take  upon  itself  the  entire  burden  of 
accumulating  capital.  If,  after  paying  the  cost  of  all 
this,  Socialism  has  any  money  left,  it  can  only  mean  that 
the  prices  of  finished  articles  generally  can  be  somewhat 
reduced.  That  must  be  done,  as  the  proper  aim  of 
pricing  is  to  restrict  consumption.  This  reduction  is 
clearly  equivalent  to  a  distribution  of  a  dividend  of  the 
Socialist  State  on  the  principles  of  a  Co-operative  Society. 
The  fixing  of  higher  prices  than  necessary  is  equivalent  to 
taxation;  but  taxation  of  larger  incomes  in  order  to 
improve  the  smaller  is  always  a  sin  against  the  program 
of  the  right  to  the  full  fruits  of  labour. 

Moreover,  even  in  a  Socialist  State  any  attempt  to 
supplement  the  incomes  of  the  poorer  workers  must 
necessarily  make  it  easier  for  the  lowest  workers  to  remain 
in  inferior  employment,  and  this  will  make  the  market 
still  worse,  and  wages  will  be  further  reduced.  .  The 
result  is  bound  to  be  the  same  as  it  is  in  all  experience, 
when  there  is  any  attempt  to  supplement  low  wages  by 
public  means.  The  Socialist  community  would  find  that 
real  social  progress  could  be  obtained,  not  by  transferring 
income  from  one  class  of  society  to  another,  but  merely 
by  measures  which  raise  the  value  of  inferior  labour. 

This  issue  might  very  well  be  taken  as  the  guiding  star 
of  all  rational  social  politics  in  our  actual  social  order. 
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CHAPTER  IX 

ANALYSIS  OF  THE  MONETARY  SYSTEM  ON  THE  BASIS  OF 

ITS  EVOLUTION 

§  39.  The  Origin  of  the  Monetary  System. 

THE  origin  of  money  is  intimately  connected  with  the 
development  of  exchange  of  goods,  and  exchange 
itself  is  a  comparatively  late  outcome  of  economic  evolu¬ 
tion.  Long  before  it  had  become  the  general  custom 
to  exchange  goods,  it  was  possible  in  various  ways  to 
obtain  commodities  from  other  economic  groups.  They 
might  be  stolen,  for  instance,  or  they  might  be  more 
or  less  regularly  secured,  in  the  form  of  tax  or  tribute, 
by  the  exercise  of  some  kind  of  authority.  Moreover, 
the  custom  of  giving  presents  and  return-presents  has 
been  of  direct  significance  in  the  evolution  of  exchange.* 
It  is  a  very  natural  expectation  that  the  return- present 
will  bear  some  proportion  to  the  present,  and  we  may 
safely  assume  that  this  proportion  was  settled  by  custom, 
and  generally  recognised,  at  a  very  early  stage  of  develop¬ 
ment.  It  was  then  possible  to  stipulate  in  advance  that 

*  We  get  a  good  idea  of  the  frame  of  mind  which  is  at  the  root  of  this 
custom  from  the  ancient  Scandinavian  poem  “  Havamal  ”  (in  the 
earlier  Edda).  It  runs: 

“  Never  did  I  find  a  man  so  generous 
Or  so  hospitable 

That  he  would  not  take  what  was  offered  him; 

Or  with  his  treasures 
So  lavish  to  his  friends 

That  hateful  to  him  was  the  reward  he  received 
«»•••• 

With  weapons  and  garments 
Do  thou  gladden  thy  friend, 

And  the  same  will  be  done  to  thee. 

With  gifts  and  return-gifts 
Friendship  grows  old.” 

345 


346  ANALYSIS  OF  THE  MONETARY  SYSTEM 

one  should  receive  a  specific  object  as  return-gift,  and 
thus  the  need  to  exchange  goods  might  for  a  long  time 
be  met  by  this  old  custom  of  present  and  return-present. 
Wherever  exchange  developed  into  the  normal  economic 
procedure,  it  was,  in  all  probability,  at  first,  and  for  ages, 
conducted  according  to  traditional  standards,  and  these 
may  have  been  set  up  by  the  priests  or  other  authorities. 
Further,  the  exacting  of  tribute  of  various  kinds  probably 
led  very  early  to  a  definite  tariff- scheme  of  certain 
commodities  which  were  accepted  in  payment.  For  it 
is  clear  that,  as  a  rule,  the  various  peoples  or  tribes,  or 
other  economic  unities,  would  have  to  be  allowed  to  pay 
tribute  or  taxes  in  the  products  which  they  were  best  able 
to  supply. 

For  these  reasons  it  was  economically  necessary  to 
have  tables  determining  the  comparative  values  of  different 
goods;  and  this  need  must  have  made  itself  felt  in  the 
earliest  stages  of  the  development  of  forms  of  exchange. 

In  fact,  such  tables  are  known  to  us,  both  from  ancient 
inscriptions  and  from  the  primitive  arrangements  which 
we  find  surviving  in  our  own  days.  Probably  the  custom 
was  established  at  an  early  stage  of  settling  the  value  of 
different  commodities  by  reference  to  a  common  good, 
a  “  standard  good.”  This  might  be  done  in  two  ways: 
either  by  making  the  standard  commodity  equal  to  so 
many  units  of  the  other  commodities,  or  by  taking  a  unit 
of  each  of  the  other  commodities  as  equal  to  so  many 
units  of  the  standard  good.  However,  this  way  of 
estimating  the  value  of  things  by  reference  to  a  standard 
good  is,  in  primitive  conditions,  only  done  with  separate 
groups  of  commodities;  and  each  of  these  groups  has  its 
own  standard  good.  In  the  earlier  stages  of  cultural 
evolution  it  is  the  general,  and  very  natural,  feeling  that 
things  of  great  value  cannot  be  exchanged  for  others 
which  are  of  considerably  less  value.  In  Africa,  for 
instance,  ivory  can  be  exchanged  only  for  certain  com¬ 
modities  that  are  greatly  esteemed,  not  for  others  which 
are  of  little  value.  This  view  retained  its  influence  for  a 
long  time,  even  after  the  development  of  a  monetary 
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system,  as  is  clearly  seen  in  various  rules  and  principles 
of  mercantile  politics. 

#  Thus  the  early  standards  for  estimating  the  value  of 
things  broke  into  a  number  of  separate  standards,  and  it 
was  gradually  felt  that  it  was  necessary  to  combine  these 
partial  standards  in  a  comprehensive  scale  of  values. 
This  was  done  as  soon  as  there  were  established  definite 
ratios  of  value  between  the  various  standard  commodities. 
There  resulted  a  single  scale  for  estimating  values,  which 
might  be  applied  to  all  sorts  of  commodities.  Frequently 
this  scale  consisted  of  a  whole  series  of  units,  connected 
together  by  simple  numerical  relations  to  each  other. 
Professor  Ridgeway  gives  us  a  scale  of  this  sort,  with 
five  different  units,  from  Annam : 

1  slave  (male)  =  6  or  7  buffaloes; 

1  buffalo  =  7  jars; 

1  jar  =  4  wink; 

I  muk  =10  mats* 

The  meaning  of  the  word  muk  seems  to  have  been  lost, 
and  it  is  now  merely  a  unit  of  value.  The  smallest  unit, 
the  mat ,  is  an  iron  hoe  which  they  use  in  agriculture. 
All  other  commodities  are  valued  in  terms  of  these  five 
units,  and  sometimes,  in  order  to  express  a  precise  value, 
several  of  the  units  are  placed  in  succession;  for  instance, 
a  good  sword  =  i  jar,  1  muk ,  and  3  mats .  Naturally,  the 
fact  that  there  is  such  a  scale  for  estimating  values  does 
not  prove  that  the  most  valuable  goods  were  exchanged 
for  the  cheapest.  It  is,  however,  a  formal  and  single 
scale  for  estimating  the  value  of  all  sorts  of  commodities. 

The  use  of  different  units  to  express  the  value  of 
cheap  and  of  dear  goods,  respectively,  has  obstinately 
persisted  through  all  the  stages  of  the  development  of 
exchange.  The  division  of  our  modern  standards  of 
value  into  marks  and  pfennigs,  francs  and  centimes,  01 
pounds,  shillings,  and  pence,  is  due  to  this  custom.  The 

•  W.  Ridgeway,  T he  Origin  of  Metallic  Currency  and  Weight  Standards 
(Cambridge,  1892),  pp.  23-4. 
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three  units  of  English  coinage  are  a  direct  inheritance 
from  antiquity. 

Each  unit  in  a  scale  of  this  kind  is  bound  to  become 
an  abstract  unit  of  measurement.  If,  for  instance,  a 
value  is  expressed  in  stockfish,  the  number  must  clearly 
refer  to  fish  of  “  average  size  and  quality,”  or  some  other 
definite  standard.  A  store  of  a  hundred  fishes  does  not 
necessarily  mean  a  hundred  fishes  in  the  sense  of  the  unit 
of  value.  This  is  still  clearer  when  we  consider  what  is  by 
far  the  most  important  of  all  units  of  valuation — cattle. 
As  a  unit  for  estimating  values  “  ox  ”  inevitably  assumes 
a  special  and  purely  abstract  meaning.  The  real  ox  is 
valued  in  units  of  this  kind  like  all  other  goods,  and  the 
figure  expressing  its  value  varies  considerably;  since  even 
primitive  peoples  accurately  distinguish  the  value  of 
cattle  according  to  age,  etc.  The  abstract  nature  of 
the  unit  of  reckoning  is  especially  clear  in  cases  where  it 
has  completely  lost  its  original  meaning.  In  the  Hudson 
Bay  region  payment  was  for  a  long  time  made  in  “  skins.” 
Originally  this  meant  a  beaver-skin;  but  the  unit  came 
in  the  course  of  time  to  have  a  fixed  value  of  two  shillings 
while  the  real  beaver-skin  naturally  went  up  in  value.* 
Not  infrequently  the  original  meaning  of  the  unit  of 
reckoning  was  entirely  lost,  as  we  saw  in  a  case  given  above. 

The  sum  to  which  a  commodity  is  valued  in  such  an 
abstract  unit  is  clearly  a  price.  The  unit  is  a  unit  of  price, 
and  the  whole  scale  of  measurement  is  a  price-scale. 
Hence  the  estimate  of  price  is  from  the  start  a  process 
of  reckoning  in  abstract  units,  and  the  abstract  unit  has 
always  an  independent  existence,  detached  in  a  sense 
from  the  standard  commodity. 

Wherever  a  scale  of  measurement  of  the  kind  we  have 
described  has  come  into  operation,  it  is  obviously  easier  to 
express  the  value  of  goods  numerically,  and  this  must 
promote  exchange.  This  development  of  barter  must  in 
turn  bring  about  a  wider  application  of  the  scale  of 
measurement,  and  so  strengthen  its  position  in  the  mind 
of  the  community.  Thus  barter  and  the  scale  of  measure- 
•  W.  S.  Jevons,  Money  (London,  1899),  p.  21. 
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ment  develop  together;  indeed,  there  has  probably  never 
existed  anything  like  a  developed  barter  trade  without 
a  scale  of  measurement  of  values. 

When  the  value  of  things  is  estimated  in  terms  of  a 
common  unit,  they  may  be  bartered  by  first  fixing  the 
prices  of,  let  us  say,  two  things  that  are  to  be  exchanged, 
and  then  exchanging  such  quantities  of  these  goods  as 
have  the  same  price;  that  is  to  say,  such  quantities  as 
represent  the  same  number  of  units  of  measurement. 
The  transaction  thus  falls  into  two  separate  acts,  and  they 
have  in  a  sense  the  character  of  sale  and  purchase.  A  buys 
the  commodity  b  from  B  for  the  sum  p  ;  at  the  same  time 
B  buys  the  commodity  a  from  A  for  the  same  sum  p. 
A  pays  the  sum  p  by  delivering  his  goods,  and  B  has 
contracted  to  take  these  for  the  sum  p.  Here,  however, 
the  acts  of  buying  and  selling  are  still  united.  They 
have  not  the  complete  freedom  which  they  will  have 
when  they  can  be  accomplished  quite  independently 
of  each  other. 

In  unilateral  transactions — taxes,  fines,  etc. — the  scale 
of  measurement  serves  to  determine  the  extent  of  the 
obligation.  But  it  is  not  at  all  necessary  that  payment 
should  be  made  in  the  standard  commodities  of  the  scale. 
The  debtor  may  be  permitted  to  pay  in  certain  other 
goods,  priced  by  custom  or  otherwise,  or,  indeed,  in  quo 
potuerit* 

Thus  the  scale  of  measurement  may  play  an  important 
part  both  in  exchange  and  in  unilateral  transactions, 
without  the  standard  goods  themselves  being  introduced 
in  their  material  shape. 

When  a  people  sells  its  products  in  a  country  which 
can  supply  in  payment  none  of  the  commodities  it  needs, 
the  country  in  question  must  give  as  counter-value  some 
product  for  which  there  is  a  demand  in  a  third  country. 
This  product  is  then  taken  as  payment,  and  is  exchanged 
in  the  third  country— possibly  for  something  which  the 
first-mentioned  people  greatly  values.  In  this  case  the 
people  obtains  the  commodity  it  desires  by  an  indirect 

•  Cf.  Bucher,  Die  Entstehung  der  V olkswirtschaft  (1904),  p.  131. 
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exchange  ;  that  is  to  say,  by  securing  another  commodity 
which  can  be  used  as  a  medium  of  exchange.  This  pro¬ 
cedure  is  obviously  the  only  possible  way  to  get  its  object 
when  the  products  of  the  first-mentioned  people  are  not 
wanted  in  the  third  country,  or  the  demand  for  them  is  so 
slight  that  the  vendor  would  make  no  profit  on  a  direct 
exchange.  Thus  indirect  exchange  must  greatly  extend 
the  possibilities  of  exchange  and  therefore  be  very  useful 
in  promoting  barter. 

Although  indirect  exchange  is  of  very  great  importance 
from  this  point  of  view,  it  would  not  be  correct  to  regard 
it  and  the  use  of  mediums  of  exchange  as  in  themselves 
the  beginning  of  a  monetary  system.  For  a  real  monetary 
system  there  must  be  a  general  medium  of  exchange; 
that  is  to  say,  a  commodity  that  is  used  by  all  as  a  medium 
of  exchange,  and  is  therefore  regularly  accepted  as 
counter-value  for  goods. 

General  mediums  of  exchange  seem  gradually  to  have 
come  into  use  in  connection  with  the  development  of 
calculation  in  prices.  It  is  certain  that  the  introduction 
of  general  mediums  of  exchange  cannot  have  preceded  the 
formation  of  price-scales,  for  the  use  of  a  general  medium 
of  exchange  itself  presupposes  the  use  of  this  medium 
as  a  unit  in  such  a  scale,  if  no  other  scale  has  been 
previously  determined.  General  mediums  of  exchange 
are  not  necessarily  identical  with  the  standard  commodities 
which  are  at  the  base  of  the  estimate  of  prices.  The 
need  of  some  standard  commodity  to  serve  as  a  unit  in 
estimating  prices  and  the  need  of  a  general  medium  of 
exchange  are  two  different  necessities  of  economic  life, 
and  they  may  be  met  in  different  ways.  Indeed,  the 
qualities  demanded  of  a  general  medium  of  exchange  are 
to  some  extent  different  from  those  required  for  a  standard 
commodity.  If  a  thing  is  to  develop  spontaneously 
into  a  general  medium  of  exchange,  it  must  of  its  own 
nature  be  an  object  in  general  demand.  When  the 
commodity  has  already  become  a  general  medium  of 
exchange,  and  is  generally  recognised  as  such,  it  naturally 
acquires  a  new  attraction,  in  virtue  of  its  new  property. 
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The  essential  qualities  demanded  of  a  general  medium  of 
exchange  are  three:  it  must  be  easy  to  store ,  easy  to 
transfer,  and  divisible. 

If  a  thing  is  taken  in  exchange  merely  to  be  used  later 
for  exchange  with  another  commodity,  it  must,  clearly,  be 
one  that  is  easily  stored.  It  must  be  such  that  everyone 
can  receive  it  and  store  it  without  any  special  difficulties 
or  arrangements.  This  requirement  has,  of  course,  a 
different  significance  in  different  economic  circumstances. 
Amongst  the  pastoral  peoples,  for  instance,  cattle  can,  as 
a  rule,  be  received  in  any  household,  but  that  is  by  no 
means  the  case  amongst  more  advanced  peoples,  with 
division  of  labour.  General  storableness  implies  also 
a  certain  durability,  the  highest  form  of  which  is  in¬ 
destructibility. 

That  a  general  medium  of  exchange  must  also  be 
easy  to  carry  about  is  obvious. .  This  requirement  further 
implies,  in  its  higher  stages,  that  large  values  may  be 
represented  by  things  of  the  least  possible  weight;  and 
this  can  only  be  attained  if  the  commodity  that  serves  as 
medium  is  very  rare. 

Divisibility,  in  fine,  is  an  essential  requisite  in  a 
general  medium  of  exchange,  as,  if  it  is  to  answer  its 
purpose,  it  must  be  possible  to  deliver  it  in  any  quantity 
that  is  desired.  Complete  divisibility  involves  uniformity, 
which  means  that  pieces  of  equal  size  may  be  treated  as 
identical  in  value. 

When  we  bear  in  mind  the  need  of  these  qualities 
in  a  general  medium  of  exchange,  we  see  that  commo¬ 
dities  which  were  selected  as  standard  goods  for  estimat¬ 
ing  prices  on  account  of  their  high  economic  significance 
would  not  always  be  found  suitable  as  general  mediums 
of  exchange;  that  other  commodities  would  to  some 
extent  have  to  be  used  for  this  function.  The  most 
common  and  important  of  standard  commodities  amongst 
primitive  peoples,  cattle,  is  not  suitable  as  a  general 
medium  of  exchange  at  higher  cultural  levels,  as  we  said, 
because  it  is  not  “  storable.”  Neither  does  it  meet  the 
requireinejit  of  “divisibility”;  and  its  “portability,” 
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especially  oversea,  must  for  a  long  time  have  been  very 
restricted. 

In  these  circumstances  it  is  only  natural  that,  as 
soon  as  the  need  of  a  general  medium  of  exchange  was 
acutely  felt,  it  was  not  the  chief  units  employed  in 
estimating  prices,  but  other  commodities,  preferably 
metals,  and  most  particularly  precious  metals,  that  were 
introduced  to  meet  the  situation.  From  what  we  have 
said  above,  the  special  advantage  of  the  precious  metals 
as  general  instruments  of  exchange  will  be  quite  obvious. 
As,  in  addition,  they  are  used  for  purposes  of  ornament, 
and  therefore  have  that  general  attractiveness  which 
alone,  at  low  cultural  levels,  can  raise  a  commodity  to 
the  rank  of  general  medium  of  exchange,  it  is  easy  to 
understand  why  the  precious  metals  have  come  to  be 
preferred  to  all  others  as  such  mediums.  Other  metals, 
especially  copper  (bronze)  and  iron,  came  into  use  at  the 
same  time  to  represent  smaller  sums. 

When  other  commodities  than  the  standard  goods  for 
estimating  prices  are  to  be  used  as  general  mediums  of 
exchange,  they  must,  of  course,  be  valued  in  terms  of 
the  current  scale  of  price-units;  they  must  have  recog¬ 
nised  prices  everywhere.  This  requirement  is,  as  a  rule, 
easily  met,  in  view  of  the  great  stability  of  prices  in 
primitive  economic  groups.  Probably  also  authoritative 
decisions  as  to  what  sort  of  commodities  must  be  given 
in  discharge  of  unilateral  obligations  have  been  of  great 
importance  in  fixing  the  value  of  suitable  mediums  of 
exchange. 

As  soon  as  a  general  medium  of  exchange  has  its 
price  fixed  according  to  the  current  scale,  it  assumes  the 
character  of  a  general  medium  of  payment.  A  general 
medium  of  payment  makes  it  possible  to  conduct  the 
sale  of  an  object  as  an  isolated  transaction;  the  obligation 
which  the  buyer  assumes,  to  take  the  object  for  a  sum 
defined  in  price-units,  may  now  be  discharged  directly, 
and  there  is  no  need  to  complete  the  transaction  of 
selling  by  an  act  of  buying  to  the  same  amount.  The 
normal  form  of  the  transfer  of  goods  is  now  the  uni- 
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lateral,  the  other  side  of  the  bargain  consisting  in  payment. 
All  unilateral  obligations  can  now  be  met  by  payment  in 
terms  of  the  general  medium  of  payment. 

When  the  use  of  general  mediums  of  payment  is 
established,  it  is  natural  for  the  older  price-units  to  lose 
their  connection  with  the  standard  goods  and  gradually 
become  purely  abstract  units  for  estimating  values.  The 
economic  significance  of  these  price-units  is  clearly  deter¬ 
mined  by  the  general  level  of  prices,  and  is  therefore  fixed 
in  the  same  measure  as  prices  generally  are  stabilised. 
But  the  valuation  of  the  general  mediums  of  payment 
may  have  a  special  influence  on  the  value  of  the  unit 
of  reckoning  in  so  far  as  this  valuation  is  subject  to 
the  arbitrary  decision  of  some  ruler.  When  a  definite 
“legal  tender-value”  is  attached  to  a  certain  medium 
of  payment — that  is  to  say,  when  it  is  laid  down  that 
obligations  to  pay  in  the  current  price-units  may  be 
discharged  in  a  certain  ratio  by  aid  of  a  certain  medium 
of  payment — this  must,  obviously,  in  time,  have  an 
influence  upon  all  prices,  and  thus  give  a  new  material 
significance  to  the  price-unit  itself.  Whenever  a  State 
reserves  to  itself  the  regulation  of  the  currency,  the 
economic  significance  of  the  price-units  becomes  in  time 
completely  dependent  upon  the  value  that  it  ascribed 
to  one  or  other  medium  of  payment. 

The  scale  of  prices  and  the  general  medium  of  pay¬ 
ment  together  form  the  monetary  system.  Thus  the 
monetary  system  has  resulted  from  two  natural  require¬ 
ments  of  trade  by,  probably,  a  very  slow  process  of 
development.  This  development  has,  no  doubt,  kept 
pace  in  all  its  stages  with  the  development  of  barter  itself. 
In  the  very  oldest  documents  in  which  there  is  question 
of  trade  we  find  a  determination  of  prices,  and  general 
mediums  of  payment  were  undoubtedly  in  use  wherever 
trade  got  beyond  the  elementary  level.  Even  in  later 
stages  the  development  of  barter  was  never  in  advance 
of  that  of  the  monetary  system.  When  at  last,  in  the 
nineteenth  century,  a  proper  economic  system  of  ex¬ 
change  definitely  displaced  the  older  system  of  self- 
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contained  households  the  monetary  system  also  attained 
its  modern  perfection. 

This  attempt  to  reconstruct  analytically  the  main  lines 
of  the  evolution  of  the  monetary  system  is  entirely  con¬ 
firmed  by  the  picture  which  Professor  Ridgeway  gives  us 
of  the  corresponding  development  in  the  ancient  world. 
The  distinguished  scholar  informs  us  that  the  ox  was  for 
thousands  of  years  the  chief  unit  for  the  settlement  of 
prices  in  the  whole  of  the  Mediterranean  region,  from  the 
Atlantic  Ocean  to  Central  Asia.  There  were,  it  is  true, 
secondary  units,  such  as  the  sheep;  and  possibly  the 
slave  was  used  as  a  higher  unit,  regarded  as  equal  in  value 
to  three  oxen.  But  at  a  quite  early  date  other  com¬ 
modities,  the  metals,  came  into  use  as  general  instruments 
of  exchange  or  payment.  In  the  earliest  stages  the 
quantity  of  the  metals  was  determined  by  measurement. 
They  were  drawn  out  in  something  like  bars,  and 
measured  by  a  unit  of  length  taken  from  the  human 
body.  Gold  was  used  as  an  ornament,  in  the  form  of 
bracelets  (often  spiral),  but  in  case  of  need  it  was  also 
used  as  a  medium  of  payment,  the  form  making  it  easier 
to  estimate  the  different  amounts.  In  order  to  facilitate 
the  use  of  them  as  mediums  of  payment,  the  metals  were 
also  worked  up  into  pieces  of  a  definite  size,  in  the  form 
of  rings,  nails,  needles,  etc.  Scales  came  into  existence 
owing  to  the  necessity  of  estimating  precisely  quantities 
of  the  dearest  of  the  metals,  gold.  The  first  weights 
were  grains  of  wheat  and  other  seeds,  as  is  evidenced 
by  the  English  unit  of  weight,  the  “  grain,”  and  the 
“  carat  ”  (in  Greek  Kepanov,  the  seed  of  the  carob)  that 
is  still  used  in  weighing  gold.  It  is  a  very  remarkable  fact 
that  gold  was  always  measured  in  a  unit  that  corresponded 
to  the  value  of  an  ox.  This  unit  had  a  weight  of  about 
1 30  grains  troy  (  =8-4  grs.).  Even  before  the  invention  of 
scales  gold  was  probably  used  in  pieces  which  represented 
the  value  of  an  ox.  The  system  of  weights  has  simply 
adapted  itself  to  this  tradition,  and  the  first  unit  of  weight 
was  the  piece  of  gold,  which  has  been  regarded  in  all  time 
as  the  gold-unit,  and  stood  for  the  value  of  an  ox. 
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There  can  be  no  doubt  that  this  quantity  of  gold 
was  used  as  medium  of  payment  in  the  much  older  scale 
of  prices  founded  on  the  ox-unit.  The  custom  of  count¬ 
ing  in  “  oxen  ”  was  long  retained,  and  the  ox-scale  was 
converted  into  a  purely  abstract  scale  of  reckoning,  the 
original  meaning  of  which  was  probably  entirely  lost, 
while  real  oxen  were  priced  by  it  and  paid  for  in  gold. 
In  these  circumstances  it  is  only  natural  that  the  quantity 
of  gold  which  represented  an  ox  went  by  the  name  of 
“  an  ox,”  and  that  the  name  was  retained  even  when  the 
piece  of  gold  in  question  had  taken  the  shape  of  a  coin. 
The  essential  feature  of  the  development  is  that  a  certain 
quantity  of  gold,  which  was  considered  to  be  equal  in 
value  to  an  ox,  was  generally  recognised  as  a  medium  of 
payment  with  a  fixed  value.  This  currency-value  was 
made  legal  as  the  power  of  the  State  developed.  In  the 
course  of  these  changes  the  connection  of  the  unit  of 
reckoning  with  the  living  ox  was  lost. 

Other  metals  also  were  used  as  mediums  of  payment 
in  quantities  which  were  adjusted  to  the  earlier  units  of 
reckoning.  At  Rome,  for  instance,  copper  was  used,  100 
as  representing  the  value  of  an  ox,  10  as  the  value  of  a 
sheep* 

The  idea  of  a  monetary  system  necessarily  implies 
the  existence  of  a  scale  of  reckoning  of  prices  and  a 
medium  of  payment  recognised  in  this  scale.  It  might  be 
disputed  which  of  these  elements  of  the  monetary  system 
is  the  more  important.  The  scale  of  reckoning  might 
claim  precedence  on  the  ground  that  it  is  possible  to  have 
an  estimate  of  value  in  terms  of  a  definite  unit  of  reckon¬ 
ing,  and  this  may  serve  as  basis  for  an  exchange  of  goods, 
although  there  is  no  general  medium  of  exchange  or 
payment;  whereas  the  creation  of  the  latter  necessarily 
presupposes  the  general  use  of  a  unit  of  reckoning.  How¬ 
ever,  both  elements  are  actually  indispensable  to  our  exist¬ 
ing  monetary  system,  and  it  is  impossible  to  determine 
their  relative  importance. 

The  theory  of  money  has,  as  a  rule,  directed  its 
attention  mainly  to  the  analysis  of  the  nature  of  money. 
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But  as,  in  doing  so,  money  was  chiefly  regarded  as  a 
material  commodity,  the  material  instrument  of  payment 
received  undue  prominence.  It  has  been  asked  what 
characteristic  properties  are  required  for  a  thing  to  be 
denominated  money  in  this  material  sense.  It  has, 
however,  gradually  become  clear  that  the  idea  of  money 
must  be  defined,  not  by  the  properties  of  any  particular 
thing,  but  by  its  essential  functions.  It  follows  from  this 
conception  that  analysis  must  be  directed  immediately 
to  the  essential  functions  of  money.  The  complex  of 
institutions  by  means  of  which  these  functions  are 
exercised  must  then  be  described  as  the  monetary 
system.  The  question  what  is  to  be  used  as  material 
money  thus  assumed  only  a  secondary  interest.  It  may 
be  answered  in  a  general  way  that  any  general  medium 
of  payment  that  is  recognised  as  such  is  “  money.”  But 
it  is  plain  that  the  money-character  of  such  money  is 
emphasised  in  proportion  as  it  is  used  exclusively  as  money 
or  can  be  so  used;  in  other  words,  the  more  the  “  money  ” 
is  detached  from  the  “  commodity.” 

For  theoretical  economy  our  analysis  of  the  monetary 
system  is  particularly  important.  Just  as  the  fixing  of 
prices  is  a  primary  need  of  every  system  of  exchange,  so 
any  thorough  treatment  of  the  theory  of  the  system  of 
exchange  must  be  based  upon  the  assumption  of  a  deter¬ 
mination  of  prices.  It  has  been  shown  in  the  first  two 
books  of  this  work  that  such  a  theory  can  be  elaborated 
as  a  theory  of  the  determination  of  prices  without 
needing  to  pay  particular  attention  to  the  part  played 
by  the  mediums  of  payment  of  it.  Analysis  of  the  origin 
of  the  monetary  system  shows  that  this  part  is  essentially 
distinct  from  the  part  played  by  the  price-scale.  It  is 
therefore  natural,  in  theoretical  treatment,  to  make  the 
part  played  by  the  mediums  of  payment,  and  particularly 
their  significance  for  the  price-scale,  the  subject  of  a 
special  inquiry.  This  gives  us  the  task  of  our  Third 
Book. 
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§  40.  The  Minting  of  Money  and  its  Significance. 

Once  the  use  of  metals  as  media  of  payment  has  been 
established,  it  is  bound  to  lead  to  the  creation  of  coinage. 
This  development  is  due  to  two  important  advances. 
On  the  one  hand,  at  a  very  early  stage,  before  the  inven¬ 
tion  of  the  weighing  scale,  the  metals  were,  in  order  to 
facilitate  payment,  divided  into  pieces  of  equal  size, 
corresponding  to  the  units  of  reckoning  or  parts  thereof. 
On  the  other  hand,  the  need  was  felt  of  indicating  and 
guaranteeing  the  weight  and  quality  of  these  pieces  of 
metal  by  stamping  them,  so  as  to  avoid  a  process  of 
weighing  and  testing  which  is  always  troublesome,  and 
is  for  the  majority  of  men  impossible. 

Each  of  these  advances  is  important  enough  in  itself. 
But  the  conjunction  of  the  two  had  a  decisive  significance : 
one  may  even  say  an  epoch-making  significance.  It  led 
to  the  appearance  of  coinage. 

Technical  improvements  gradually  made  it  possible 
to  attain  an  increasing  uniformity  in  the  manufacture 
of  the  coins,  so  that  variations  between  different  coins 
could  now  be  confined  to  a  very  small  proportion  of  the 
whole.  Stamping  developed  until  the  impression  covered 
the  whole  surface  of  the  coin;  and  this  enables  any  man 
who  receives  the  coins  to  tell  whether  a  piece  still  has  its 
original  quantity  of  metal. 

For  practical  purposes  it  is  essential  that  all  coins 
of  the  same  nominal  value  can  be  taken  in  payment 
indifferently.  This  ideal  of  reciprocal  equivalence  in 
value,  or  “  fungibility,”  was  gradually  realised  in  ways 
that  we  have  described. 

Especially  in  the  earlier  stages,  however,  the  absolute 
equivalence  of  the  individual  coins  as  media  of  payment 
could  only  be  secured  by  legislative  enactment.  The 
State  early  reserved  to  itself  the  minting  of  coins,  and 
gave  the  coins  a  certain  purchasing  power  in  a  definite 
scale  of  prices.  This  legal  purchasing  power  attaches 
to  all  coins  which  are  recognised  as  valid  in  the  laws, 
indifferently,  according  to  their  nominal  value.  In 
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actual  payment,  therefore,  no  attention  need  be  paid 
to  any  differences  between  individual  coins  of  the  same 
nominal  value.  In  cases  where  the  coins  are  used  as  metal 
a  distinction  may  be  made  between  different  coins  accord¬ 
ing  to  their  substantial  content,  but  as  long  as  they  are 
simply  coins  they  must  be  regarded  as  identical  with 
each  other. 

This  legal  identity  of  coins  is  of  far-reaching  impor¬ 
tance.  As  we  saw,  the  scale  of  prices  always  reckons  in 
units  which  are  supposed  to  be  identical.  By  minting 
a  material  medium  of  exchange  is  created  of  the  same 
interchangeability  as  that  of  the  unit  of  reckoning  in  the 
scale  of  prices. 

The  unit  of  coinage  receives  a  name  in  accordance 
with  either  the  old  unit  of  reckoning  or  the  weight  of  the 
metal  (mark,  pound,  lira),  or  on  some  other  ground.  A 
very  expressive  name  is  the  “  crown,”  which  emphasises 
the  minting  authority  of  the  State.  If  the  unit  of  coinage 
is  thus  called  a  crown,  and  this  unit  is  also  made  the  basis 
of  the  scale  of  prices,  all  prices  in  the  country  in  question 
are  reckoned  in  crowns.  As  it  always  happens  with  the 
unit  of  a  scale  of  prices,  the  “  crown  ”  becomes  a  purely 
abstract  and  independent  unit  of  reckoning,  without  any 
direct  or  necessary  connection  with  its  original  concrete 
substratum.  The  connection  between  the  scale  of  prices, 
or  the  reckoning  in  crowns,  and  the  medium  of  payment 
is  now  represented  by  the  legislative  enactment  that  debts 
in  crowns  are  discharged  by  means  of  the  coin  called  the 
crown.  The  State,  however,  determines  the  quality  of 
this  coin.  By  this  right  to  decide  what  is  to  serve  as 
legal  tender  the  State  takes  in  hand  the  scale  of  prices, 
and  it  can  considerably  modify  its  material  significance 
without  destroying  the  formal  identity. 

Changes  of  this  kind  have  taken  place  constantly  in 
the  course  of  time.  As  bad  coinage  is  assumed  to  have 
the  same  value  as  good,  there  is  a  strong  temptation  to 
mint  coins  of  less  intrinsic  value,  and  so  make  a  profit. 
In  these  debasements  of  the  coinage,  which  have  for 
thousands  of  years  been  perpetrated  by  those  in  political 


THE  STATE  AND  THE  STANDARD  359 

authority,  the  identity  of  the  price-scale  could  generally 
be  maintained.  Further,  the  State  has  at  times  sub¬ 
stituted  another  metal  for  that  which  ought  to  be  the 
basis  of  the  price-scale  without,  even  in  this  case,  destroy- 
ing  the  identity  of  the  scale.  We  have  an  instance  in 
the  modern  change  from  a  silver  standard  to  a  gold 
standard.  Indeed,  the  State  can  deprive  the  price-scale 
of  any  metallic  basis,  and  make  paper  money  legal  tender, 
without  sacrificing  the  legal  identity  of  the  price-scale. 

In  this  development  the  price-scale  appears,  as  always, 
as  an  abstract  scale  of  reckoning,  which  is  only  more 
definitely  fixed  by  the  establishment  of  a  medium  of 
payment  that  shall  have  a  settled  purchasing  power  in  it. 
When,  in  Book  I.,  we  dealt  with  the  general  problem  of 
settling  prices,  we  calculated  all  prices  in  a  common  abstract 
unit.  It  then  appeared  that  prices  in  general  were  de¬ 
termined  except  for  a  multiplicative  factor. .  This  means 
that  only  the  proportional  figures  of  different  prices  can 
be  determined  by  the  settlement  of  prices  in  an  abstract 
scale  of  reckoning.  The  fixing  of  prices  in  absolute  sums 
presupposes  that,  apart  from  the  intrinsic  conditions  of 
equilibrium  of  the  process  of  determining  prices,  the 
prices  are  further  subject  to  a  condition  which  gives  the 
prices  a  relation  to  money.  This  condition  arises  when 
a  definite  purchasing  power  in  the  scale  of  prices  is  im¬ 
posed  upon  a  certain  medium  of  payment.  It  is,  however, 
required  of  the  medium  of  payment  that  there  shall  be  a 
certain  limit  to  the  supply  of  it  for  the  purposes  of  trade; 
that,  in  other  words,  the  medium  of  payment  shall  be 
relatively  scarce.  When  this  requirement  is  fufilled,  the 
determination  of  the  purchasing  power  of  the  medium  of 
payment  clearly  suffices  to  do  away  with  the  indefinite¬ 
ness  of  the  price-problem,  as  regards  the  absolute  height 
of  the  prices,  and  in  this  sense  to  fix  the  scale  of  prices. 
Thus  the  economic  significance  of  the  unit  of  reckoning 
depends  essentially  upon  the  scarcity  of  the  media  of  pay¬ 
ment  to  which  a  definite  purchasing  power  is  attached  in 
the  price-scale. 

When  coins  are  recognised  currency,  the  significance 
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of  the  unit  of  reckoning  is  mainly  determined  by  the 
limits  of  the  supply  which  the  trade-system  in  question 
has  of  these  coins.  Since  the  coins  may  be  treated,  not 
merely  as  instruments  of  payment,  but  also  as  metal,  we 
distinguish  between  their  metal  value  and  their  nominal 
or  face  value.  The  relation  between  the  two  is  always 
of  great  importance  in  a  monetary  system  of  this  character, 
and  therefore  the  factors  which  determine  this  relation 
deserve  particular  attention.  The  relation  obviously 
settles  in  what  form  the  coins  are  to  be  used.  The 
metal  value  cannot  rise  above  the  face  value,  as  the  coins 
would  in  that  case  be  melted  down  and  treated  as  metal; 
though  where  this  is  effectively  prohibited,  the  face  value 
may  fall  below  the  metal  value.  On  the  other  hand,  the 
face  value  may  in  certain  circumstances  exceed  the 
bullion  value,  because  the  State,  as  the  minting  authority, 
can  impose  restrictions  on  minting. 

Since  the  price  of  the  coins  is  formally  fixed  by  their 
legally  established  purchasing  power  in  the  scale  of  prices, 
their  value  obviously  cannot  be  expressed  in  this  scale 
as  a  price.  However,  all  that  we  are  concerned  with 
here  is  that  the  ratio  of  face  value  to  metal  value  has  a 
definite  significance;  it  is  clearly  determined  by  the  ratio 
of  the  quantity  of  the  metal  offered  on  the  market  for 
the  coin  to  the  quantity  of  the  same  metal  contained  in 
the  coin.  Inversely,  the  ratio  of  bullion  value  and  face 
value  may  be  defined  as  the  price  of  the  metal  in  the 
current  price-unit. 

If  we  would  now  proceed  to  assign  the  general  factors 
which  determine  the  face  value,  we  must,  of  course, 
assume  that  the  coin  is  not  convertible  into  another  coin 
and  thus  acquires  its  value  from  that  other.  For  the 
sake  of  formal  simplicity  we  assume  also  that  the  coin 
represents  the  unit  of  price. 

We  have  then  to  distinguish  three  different  cases: 

1.  Let  us  suppose  that  the  circulation  consists  of  a 
single  medium  of  payment  of  a  completely  homogeneous 
quality.  If  there  is  a  certain  scarcity  of  this  medium,  its 
value  may  possibly  rise  above  its  material  value.  But 
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when  the  medium  is  available  in  sufficient  quantity,  its 
value  must  fall  to  the  level  of  its  material  value.  A 
surplus  of  coins,  which  is  not  called  for  in  actual  trade, 
can  clearly  only  be  of  value  as  metal.  On  this  supposi¬ 
tion,  however,  the  currency-value  must  be  equal  to  the 
metal  value.  For  the  currency  value  to  rise  above  the 
metal  value  there  must  be  a  sufficient  scarcity  of  the 
media  of  payment:  a  scarcity  that  compels  the  demand 
to  offer  more  then  the  mere  metal  value  of  the  coins,  if 
it  is  to  come  into  possession  of  the  media  of  payment  in 
question.  That  this  scarcity  of  media  of  payment  may 
occur,  and  that  media  of  payment  may  in  consequence 
acquire  a  higher  than  their  material  value,  has  often  been 
shown  by  experience. 

2.  Let  us  suppose  that  there  are  two  media  of  payment, 
A  and  B,  each  of  which  is  in  itself  of  a  thoroughly  homo¬ 
geneous  quality,  and  both  have  the  same  legal  currency 
value  attached  to  them.  Let  us  assume  that  of  the  two 
A  has  the  greater  material  value.  We  must  then  dis¬ 
tinguish  two  principal  contingencies.  Either  there  is  a 
sufficiency  of  medium  B  or  there  is  not.  In  the  first 
case  the  currency  value  is  determined  by  the  material 
value  of  B.  A  has  then  a  higher  metal  value  than  currency 
value,  and  must  therefore  be  treated  as  metal.  The 
more  valuable  coin  is  in  the  assumed  circumstances 
displaced  by  the  less  valuable,  and  it  disappears  from  the 
circulation.  This  result  corresponds  to  what  is  called 
Gresham’s  Law,  which  is  popularly,  but  not  quite 
accurately,  expressed  in  the  phrase:  “  Bad  money  drives 
out  good.” 

In  the  other  principal  case,  that  there  is  a  sufficient 
scarcity  of  B,  the  currency  value  may  be  above  the  metal 
value  of  B.  The  value  of  the  price-unit  may  then  either 
fall  short  of  the  metal  value  of  A,  or  be  equal  to  the 
metal  value  of  A,  or  rise  above  it.  The  last-mentioned 
contingency  will  obviously  arise  when  A  and  B  together 
represent  a  supply  of  media  of  payment  of  insufficient 
stringency. 

3.  Let  us  suppose  that  there  are  media  of  payment 


362  ANALYSIS  OF  THE  MONETARY  SYSTEM 

of  varying  quality  and  in  sufficiently  large  quantities, 
and  that  every  quality  is  represented  in  these  media  of 
payment,  from  the  worst  to  the  best  grade.  In  these 
circumstances  the  value  of  the  price-unit  is  clearly 
determined  by  the  metal  value  of  the  best  of  the  media 
of  payment  which  must  still  be  used  as  such  in  order 
to  meet  the  demands  of  trade.  The  coins  of  higher 
metal  value  will  be  melted  down  and  withdrawn  from 
circulation. 

We  thus  see  that  the  currency  value  is  regulated  by 
the  principle  of  scarcity  and  the  differential  principle. 
In  the  latter  case  the  currency  value  is  determined  by 
the  dearest  coins  that  have  to  be  taken  into  consideration. 
The  three  principles  we  have  expounded  afford  a  good 
introduction  as  a  basis  for  deciding  various  practical 
questions  in  regard  to  the  monetary  system. 

The  creation  of  media  of  payment  with  definite 
legal  purchasing  power,  and  with  a  scarcity  regulated 
in  one  or  other  fashion,  gives  the  price-scale  of  a  country 
its  fixed  significance,  on  the  lines  we  have  stated.  When 
we  wish  to  express  this  scale  of  prices  in  conjunction  with 
the  entire  official  regulation  of  the  media  of  payment 
that  are  current  in  it,  we  speak  of  a  country’s  standard. 

By  minting  we  create  money ,  which  as  such  is  essen¬ 
tially  only  money,  and  from  which  the  metal  is  definitely 
distinguished  as  a  good  or  commodity.  The  coins  may, 
of  course,  be  melted  down  and  be  treated  as  metal,  but 
they  then  cease  to  be  coins.  They  may  also  in  some  cases 
be  used  in  the  form  of  coins  as  a  commodity,  as  the  not 
infrequent  use  of  coins  as  ornaments  in  certain  lands 
(India)  proves.  The  metal  itself  can,  however,  only  be 
converted  into  coin  by  minting,  for  which  the  State  can 
impose  what  conditions  it  pleases.  When  the  State 
makes  minting  as  easy  as  possible,  the  boundary  is  soon 
passed  in  this  direction.  Pure  money,  detached  from 
any  connection  with  any  kind  of  material  good,  is  only 
found  in  the  form  of  paper  notes  which  are  recognised 
as  legal  tender. 


MINTING 


363 


§  41.  The  Problems  of  the  Circulation  of  Coinage. 

The  invention  of  minting  was  a  quite  extraordinary 
step  in  advance  in  the  process  of  payment.  This  pro¬ 
gress  has  undoubtedly  had  a  considerable  influence  on 
the  development  of  trade.  In  the  first  place,  however, 
the  use  of  minted  coins  instead  of  uncoined  metal  has 
great  disadvantages,  and  it  was  only  after  thousands  of 
years  of  unfortunate  experiences  and  fruitless  efforts  that 
these  were  overcome. 

The  possibility  of  minting  coins  of  inferior  value — 
that  is  to  say,  with  a  less  amount  of  metal  in  them  than 
they  had  originally — without  altering  their  nominal 
value  has,  taken  in  conjunction  with  the  progressive 
wearing- out  of  coins,  led  in  every  country  to  constant 
depreciations  of  the  coinage.  The  attempts  that  were 
made  here  and  there  to  check  this  degradation  of  the 
coinage  failed,  because  the  problem  involved  was  not 
rightly  understood;  and,  indeed,  the  conditions  for  the 
correct  treatment  of  the  problem  did  not  yet  exist.  It 
is  only  in  modern  times  that  we  have  succeeded  in  finding 
a  satisfactory  solution  of  the  problem  of  maintaining  un¬ 
changed  the  metallic  content  of  money,  which  we  may 
call  the  “  problem  of  the  invariability  of  money.” 

In  the  second  place,  it  was  not  possible  in  earlier  ages 
to  bring  together,  in  a  single  system,  the  coins  minted 
from  the  same  metal  in  different  denominations.  It  is 
in  the  very  nature  of  coins  that,  if  they  are  to  meet  the 
needs  of  trade,  they  must  be  minted  in  different  denomi¬ 
nations,  and  these  must  have  certain  simple  ratios  to 
each  other.  These  unequal  coins  of  the  same  money 
would,  however,  in  the  course  of  time  be  depreciated 
in  different  degrees,  so  that  the  ratios  of  value  between 
them  would  be  altered,  and  would  thus  become  variable. 
In  this  way  the  originally  single  money  fell  into  a  number 
of  independent  “  varieties.”  This  disadvantage  also  was 
clearly  connected  with  the  transition  to  coined  money, 
because,  when  unminted  metal  is  used,  a  hundredth  part 
of  a  certain  weight  of  metal  always  remains  a  hundredth 
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part  The  disintegration  of  the  money  naturally  brought 
with  it  a  disintegration  of  the  scale  of  prices  into  different 
and  independent  scales,  between  which  no  fixed  ratio 
could  be  maintained.  Here  again  the  efforts  to  improve 
the  situation  were  for  a  long  time  fruitless. 

A  similar  difficulty  is  common  to  the  use  of  coined 
money  and  of  unminted  metal.  The  difficulty  is  that 
different  metals  are  used  simultaneously  as  media  of 
payment,  and,  in  view  of  the  need  of  representing  the 
most  diverse  sums  of  money,  must  be  so  used.  The 
coins  which  are  made  from  different  metals  must 
obviously,  if  they  are  to  be  combined  in  a  single  monetary 
system,  have  a  fixed  ratio  to  each  other.  But  if  the 
metals  themselves  do  not  provide  this,  the  fixed  ratio  of 
value  between  the  coins  cannot,  as  experience  has  shown, 
be  maintained  without  special  regulations:  coins  made 
of  different  metals  cannot  be  brought  together  in  a  single 
monetary  system. 

These  two  difficulties  have  only  been  overcome  in 
modern  times  by  solving  the  great  problem  which  we 
may  call  the  “  problem  of  the  single  standard.”  This 
problem  has,  as  will  be  clear  from  what  we  have  said, 
two  aspects,  according  as  we  take  into  consideration  one 
coined  metal  or  several. 

Progress  in  the  sphere  of  the  coinage  system  was  very 
greatly  impeded  in  earlier  times  by  the  political  con¬ 
ditions.  On  account  of  the  subdivision  of  the  political 
organisation  there  were  a  large  number  of  minting 
authorities,  each  of  which  made  its  own  coins  and  allowed 
them  to  fall  into  different  varieties;  sometimes,  in  fact, 
put  coins  of  different  types  in  circulation.  The  authority 
of  the  minting  powers  was  not  as  a  rule  strong  enough 
to  exclude  foreign  coins  from  circulating  in  their  own 
countries.  The  consequence  was  that  the  circulation 
everywhere  consisted  of  a  miscellaneous  mixture  of  all 
sorts  of  money  with  no  connection  whatever  with  each 
other.  In  such  circumstances,  naturally,  no  single  scale 
of  prices  with  media  of  payment  exclusively  recognised 
in  it  can  be  maintained.  There  can  then,  as  a  rule,  be 


THE  PROGRESS  OF  MINTING  365 

no  especial  currency  value;  the  coins  must  generally,  at 
least  in  trade  on  a  large  scale,  be  valued  according  to 
their  metallic  content.  We  had  to  wait  for  the  develop¬ 
ment  of  the  modern  territorial  State,  which  can  maintain 
a  monopoly  of  minting  within  its  own  frontiers  and 
exclude  foreign  coins  from  the  circulation,  to  provide  a 
basis  for  a  coinage-policy  in  accordance  with  rational 
principles. 

Such  a  policy  demands  that  the  State  shall  recognise 
its  important  task  in  the  sphere  of  the  monetary  system 
and  shall  be  willing,  when  necessary,  to  make  sacrifices 
for  this.  An  idea  of  this  kind  was  more  or  less  foreign 
to  the  older  State,  which  generally  regarded  the  minting 
system  mainly  as  a  source  of  profit.  Progress  in  the  sphere 
of  the  monetary  system  is,  therefore,  possibly  due  in  the 
first  place  to  the  general  development  of  political  life. 

We  have,  however,  to  take  into  account  also  the 
improvement  in  the  minting  industry,  which  has  made  it 
possible  to  attain  an  increasing  uniformity  in  the  coins 
produced  and  has  at  the  same  time  reduced  the  working 
cost.  Finally,  the  improvement,  the  more  scientific 
character,  of  our  grasp  of  the  nature  of  the  monetary 
problem  has,  naturally,  been  of  considerable  importance. 

Passing  now  to  the  solution  of  the  various  problems 
of  circulation,  we  have  in  the  first  place  to  notice,  in 
regard  to  the  problem  of  the  invariability  of  money ,  that 
the  constant  depreciations  of  the  coinage  in  earlier  times 
were  due,  not  merely  to  the  greed  of  the  minting  powers, 
but  also  to  objective  conditions  which  those  powers  could 
not  control.  The  difficulties  which  occur  in  this  respect 
are  of  three  different  kinds:  they  arise  partly  from  the 
high  cost  of  minting,  partly  from  the  lack  of  uniformity 
in  the  coins  made,  and  partly  from  the  fact  that  coins 
wear  out. 

The  great  expense  of  minting  means  that  a  propor¬ 
tionate  cost  is  naturally  added  to  the  value  of  the  metallic 
content  of  the  coins.  As  the  currency  value  cannot  be 
raised  above  the  metal  value,  it  must  gradually  fall  with 
this.  The  next  large  issue  from  the  mint  leads  similarly 
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to  a  gradual  fall  of  the  currency  value,  and  so  on.  This 
difficulty  has  now  been  very  much  lessened,  as  the  cost 
of  minting  has  been  reduced  to  a  minimum  by  the  use 
of  modern  machinery. 

Lack  of  uniformity  in  minting,  which  also  was  a  result 
of  the  imperfect  industrial  equipment  of  earlier  times, 
has  contributed  to  the  depreciation  of  the  coinage  by 
causing  people  to  select  the  best  coins  and  use  them  as 
metal.  This  could  happen  in  accordance  with  our  third 
principle,  stated  in  an  earlier  section,  whenever  the  supply 
of  coinage  exceeded  the  intrinsic  demand  for  media  of 
payment.  Selection  of  this  kind,  which  would  naturally 
occur  mostly  in  payments  abroad,  must  clearly  lead  to  a 
depreciation  of  the  average  content.  This  mischief  also 
has  become  much  less  important  owing  to  technical  im¬ 
provements  in  minting,  which  enable  us  to  manufacture 
coins  with  a  high  degree  of  homogeneity. 

The  third  cause  of  the  constant  depreciation  of  coin¬ 
age  is  the  wearing-out  of  the  coins.  This  was  much 
worse  in  the  days  of  imperfect  technique  than  it  is  now; 
most  particularly  when  we  consider  how  much  easier  it 
then  was  to  extract  metal  from  the  coins  by  filing  or 
boring  them.  When  the  coins  had  suffered  much  in  this 
way  in  the  course  of  time,  and  the  currency  value  had 
accordingly  fallen  to  the  metal  value  of  the  best  coins 
in  actual  circulation,  new  coins  of  full  weight  could  not 
be  issued  together  with  this  depreciated  coinage  without 
being  withdrawn  from  trade  and  used  as  metal.  There 
was  then  no  other  resource  but  to  recognise  as  a  fact  at 
each  new  issue  the  depreciation  of  value  of  the  price- 
unit  due  to  wear,  and  regulate  the  metallic  content  of 
the  new  coins  accordingly.  In  this  way  the  progressive 
wearing-out  was  bound  to  lead  to  an  indefinite  deprecia¬ 
tion  of  the  coinage. 

The  means  by  which  the  modern  State  has  succeeded 
in  effectually  preventing  this  steady  depreciation  of  the 
coinage  is  to  annul  the  legal  purchasing  power  of  those 
coins  which  have  sunk  below  the  mint  allowance. 

Accurate  minting  of  the  coins  according  to  their 
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legally  defined  metallic  content,  the  fixing  of  a  strict 
limit  of  wear  below  which  the  coin  loses  its  quality  as 
legal  tender,  and  the  actual  withdrawal  of  coins  that  have 
fallen  below  the  mint  allowance,  are  the  means  which 
enable  us  to  maintain  the  coins  at  their  due  metallic 
content,  and  so  give  money  as  far  as  possible  an  invariable 
ratio  of  value  to  the  metal. 

When  a  circulation  of  coinage  of  full  value  has  been 
secured  in  this  way,  the  currency  value  can  only  fall  below 
the  metal  value  if  the  use  of  the  coins  as  metal  is  pre¬ 
vented;  if,  especially,  it  is  forbidden  to  melt  them  down. 
Hence  the  “  free  right  to  melt  ”  is  a  necessary  guarantee 
for  maintaining  the  currency  value  on  a  par  with  the 
metal. 

The  theoretical  possibility  of  a  rise  of  the  currency 
value  above  that  of  the  metal,  as  a  consequence  of  insuffi- 
cent  coinage,  was  of  no  practical  importance  under  the 
earlier  minting  policy,  which  generally  aimed  at  making 
as  much  coinage  as  possible.  The  right  of  private  persons 
to  have  the  principal  coins  made  for  their  own  use  in  the 
public  mint  in  any  quantity,  if  they  provided  the  metal 
and  paid  a  certain  sum  (Seigniorage)  in  addition,  which 
is  now  generally  recognised  and  known  as  “  the  right 
of  free  coinage,”  effectively  prevents  any  rise  of  the  face 
value  of  the  chief  coins  above  their  metal  value:  at  all 
events,  to  an  extent  exceeding  the  cost  of  minting. 
Where,  as  in  England,  the  coinage  charge  is  no  longer 
made,  and  free  coinage  is  thus  gratuitous,  the  conversion 
of  metals  into  coins  means  at  the  most  a  slight  loss  of 
interest.  The  fluctuation  of  the  currency  value  has  then 
a  strict  upper  limit. 

Thus  free  melting  and  free  coinage,  completed  by  the 
right  of  free  export  and  import  of  the  coinage  metal, 
are,  in  a  full- value  circulation,  the  chief  guarantees  of  the 
maintenance  of  a  fixed  metal  par  of  the  unit  of  reckoning. 

Let  us  now  turn  to  the  problem  of  the  single  standard, 
and  first  let  us  consider  the  case  in  which  only  one  coinage- 
metal  is  to  be  taken  into  account. 

The  three  factors  which  have  contributed  to  the 
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progressive  depreciation  of  the  coinage  are  especially 
active  in  the  case  of  the  smaller  coins.  As  the  cost  of 
minting  is  about  the  same  for  different  coins,  it  must  be, 
relatively,  much  higher  for  the  small  coins  than  for  the 
large.  Hence  the  small  coins  were  habitually  minted 
much  more  under  face  value  than  the  large  coins.  The 
lack  of  uniformity  in  minting  is  also  relatively  greater 
in  the  case  of  the  smaller  coins.  And  the  same  applies 
to  deterioration  from  use  as  the  smaller  coins  circulate 
much  more  than  the  larger. 

Hence  the  continuous  depreciation  of  the  metallic 
content  of  the  coins  owing  to  these  three  factors  was 
bound  to  be  all  the  greater  in  the  case  of  the  smaller  coins. 
As  the  coins,  which  are  minted  in  various  nominal  values 
from  the  same  metal,  lost  their  metallic  content  in 
different  degrees  in  the  course  of  time,  it  is  clear  that  a 
fixed  ratio  of  value  between  them  could  not  be  main¬ 
tained.  The  original  connection  of  the  various  coins  in 
what  was  at  first  a  single  monetary  system  was  bound  to 
be  broken  in  those  circumstances,  and  the  monetary 
system  as  such  destroyed. 

To  counteract  these  influences  and  find  some  means  of 
maintaining  the  unity  of  the  monetary  system  has  been 
in  all  times  one  of  the  great  problems  of  monetary  policy. 
It  was  a  question  of  finding  a  means  by  which  the  smaller 
coins,  which  it  was  not  possible  to  mint  at  full  metal  value 
or  keep  at  that  value,  might  yet  be  kept  at  their  full 
nominal  value.  This  was  possible  by  putting  sufficient 
restrictions  on  the  minting  of  small  coins;  and  the  idea 
led  to  the  reservation  to  the  State  of  this  minting  of  small 
coins  and  restricting  the  production  to  quantities  that 
did  not  go  beyond  the  needs  of  trade. 

Where  regulation  of  this  kind  is  strict  enough,  a  time 
easily  comes  when  the  currency  allowed  is  too  small, 
and  the  scarcity  of  small  coins  is  seriously  felt  by  trade. 
There  can  only  be  a  proper  adjustment  to  the  varying 
requirements  of  business  if  it  is  permitted  to  pay  surplus 
quantities  of  small  coins  into  central  pay-offices,  whilst 
at  the  same  time  fully  satisfying  demand.  In  Germany 
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certain  offices  of  the  Reichsbank  are  directed  to  give 
gold  for  silver,  nickel,  and  copper.  As  long  as  such  con¬ 
version  is  effectually  carried  out,  business  can  scarcely  ever 
be  burdened  with  too  large  a  quantity  of  small  coins. 
When  under  these  conditions  small  coins  are  minted  in 
sufficient  quantities  and  put  at  the  disposal  of  trade,  the 
amount  of  small  coins  in  actual  circulation  will  always  be 
adjusted  to  the  needs  of  business. 

The  redemption  of  small  coins  that  are  under  value 
is,  therefore,  the  immediate  condition  of  maintaining 
the  equality  of  these  in  value  with  the  chief  coins.  A 
money  that  only  keeps  its  value  because  the  State  pledges 
itself  to  redeem  it  by  money  of  full  value  clearly  has  the 
character  of  credit  money.  The  value  of  such  money 
will  in  the  last  resort  always  depend  upon  the  capacity 
and  willingness  of  the  State  to  carry  out  its  undertaking 
to  redeem. 

Currency  legislation  has  concluded  from  this  that 
small  coins  which  are  thus  under  value  must  be  legal 
tender  only  within  certain  limits.  Coins  below  value 
which  can  be  exchanged  for  higher  coins  are  called  token 
coins.  On  the  other  hand,  the  chief  coins,  which  are 
unrestricted  legal  tender,  are  called  current  coins.  As 
long  as  the  State  effectively  redeems  any  surplus  token 
money,  the  restriction  of  the  legal  purchasing  power  of 
the  token  coins  means  only  that  the  payee  is  in  a  position 
to  refuse  inconvenient  media  of  payment. 

Let  us,  in  fine,  consider  the  problem  of  the  single 
standard  in  the  case  where  coins  of  two  different  metals 
circulate  together. 

The  relative  value  of  gold  and  silver  has  been  subject 
to  considerable  fluctuations  in  the  course  of  the  last 
few  centuries.  On  the  whole  there  has  been  since  the 
beginning  of  the  sixteenth  century  a  steady  rise  of  this 
ratio,  from  about  eleven  at  the  beginning  of  the  six¬ 
teenth  century  to  about  fifteen  and  a  half  in  the  first 
three-quarters  of  the  nineteenth  century,  and  about 
thirty- four  at  the  close  of  the  century.  This  rise  was, 
however,  not  continuous.  At  certain  times,  as  in  the 
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middle  of  the  eighteenth  century  and  in  the  fifties  of 
the  nineteenth,  the  ratio  of  gold  and  silver  fell  a 
little. 

These  variations  in  the  relative  value  of  the  two 
precious  metals  were  bound  to  involve  similar  variations 
in  the  relative  value  of  gold  and  silver  coins.  The  value 
of  both  the  gold  and  the  silver  coins  could  on  the  whole, 
as  long  as  minting  was  not  subject  to  any  special  restric¬ 
tions,  as  we  saw,  only  be  determined  by  the  value  of  the 
metal  in  the  coins.  Hence,  when  the  relative  value  of 
the  metals  changed,  it  was  not  possible  to  maintain  the 
relative  value  of  the  gold  and  silver  coins  unchanged. 
Gold  money  and  silver  money  are  thus  seen  to  be  two 
different  monetary  systems,  and  the  corresponding  scales 
of  prices  two  different  standards. 

The  disadvantages  in  practice  of  this  double  system, 
which  involves  constant  changes  from  one  money  to 
the  other  as  the  exchange  varies,  are  obvious.  It  is, 
therefore,  not  surprising  that  great  efforts  were  made  to 
put  an  end  to  this  state  of  things.  First  it  was  attempted 
to  fix  by  law  the  ratio  of  gold  and  silver  money.  In  this 
way,  at  all  events,  a  single  monetary  system  was  some¬ 
times  attained.  In  such  a  system  both  gold  and  silver 
money  are  legal  tender,  in  the  ratio  laid  down  by  the  law. 
Where  there  is  free  coinage  of  both  metals,  with  this 
system,  the  country  is  said  to  have  a  double  standard. 

But,  in  accordance  with  the  second  principle,  which 
we  stated  on  an  earlier  page  (§  40)  a  money- system  of  this 
kind  has  no  stability.  For  as  soon  as  the  relative  value 
of  gold  and  silver  changes  in  the  open  market,  either  the 
gold  or  the  silver  money  will  be  treated  as  metal  and 
disappear  from  circulation.  The  free  coinage  right 
is,  naturally,  exercised  in  such  fashion  that  the  metal 
which  has  fallen  in  value  is  sent  to  the  mint.  As  a  result 
of  the  unrestricted  minting  of  this  metal  the  value  of 
the  unit  of  reckoning  in  the  price-scale  is  defined  by  the 
value  of  the  quantity  of  the  said  metal  corresponding  to 
this  unit.  Thus  the  metal  which  has,  relatively,  risen 
in  value  will  be  worth  more  as  metal  than  as  money. 
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It  therefore  disappears  from  circulation,  driven  out  and 
replaced  by  the  other  metal. 

It  is  conceivable  that  the  legal  fixing  of  the  relative 
value  of  gold  and  silver  money  may  have  a  certain  in¬ 
fluence  on  the  relative  value  of  gold  and  silver  on  the 
open  market.  For  the  dual  standard  affords  a  great 
monetary  opportunity  to  the  metal  which  falls  in  value, 
and  consequently  the  demand  for  the  metal  increases, 
and  this  counteracts  the  fall  in  value.  The  amount  of 
this  counteracting  influence  clearly  depends  upon  the 
importance  of  the  country  which  has  a  double  standard, 
and  also,  in  a  more  general  way,  upon  the  ratio  of  the 
monetary  to  the  industrial  demand  for  the  metal  in 
question.  We  have  nothing  to  do  with  these  questions 
here.  In  this  respect  it  is  enough  to  say  that,  if  the 
relative  value  of  gold  and  silver  changes  on  the  open 
market,  the  double  standard  loses  one  of  its  two  kinds  of 
money. 

It  is  easy  to  see  that  the  loss  of  gold  or  silver  money 
involves  disadvantages  which  may,  in  serious  cases, 
become  quite  intolerable.  For  business  on  a  large  scale 
it  is  inconvenient  to  have  to  go  without  gold  money, 
once  money  of  that  kind  has  come  into  use.  Still  more 
inconvenient,  perhaps,  is  the  loss  of  silver  money,  which 
can  scarcely  be  replaced  for  small  payments.  It  is  there¬ 
fore  only  natural  that  great  efforts  were  made  to  get 
beyond  the  stage  of  the  double  standard. 

The  solution  of  the  problem  to  which  the  historical 
development  has  led  is  to  mint  only  gold  coins  as  the 
leading  coins  with  unlimited  currency  and  freedom  of 
coinage,  and  to  reduce  silver  coins  to  the  status  of  “  token 
coins  ”  and  reserve  to  the  State  the  right  of  minting 
them.  These  token  coins  must  be  minted  below  value 
to  such  an  extent  that  there  will  be  no  fear  of  their  being 
withdrawn  from  circulation  when  the  price  of  silver  goes 
up.  Currency  legislation  was  content  with  a  few  per 
cent,  below  the  intrinsic  value.  This  rather  narrow 
margin  was,  however,  much  enlarged  afterwards .  by 
the  heavy  fall  in  price  which  silver  has  experienced  since 
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the  seventies.  The  metal  value  of  our  silver  coins  is  now, 
as  a  rule,  not  half  the  nominal  value. 

A  single  standard,  under  which  only  gold  coins  have 
unlimited  legal  currency  and  there  is  a  free  coinage  right 
for  gold,  is  known  as  a  gold  standard.  The  name  must 
not  be  taken  to  mean  that  gold  is  the  price-unit  of 
the  standard.  Germany  has  a  mark  standard,  England 
a  sterling  standard.  The  unit  of  reckoning  is  here  the 
pound;  prices  are  fixed,  and  payments  made,  in  pounds. 
The  pound  standard,  which  is  in  itself  only  an  abstract 
scale  of  reckoning,  is  more  definitely  fixed  by  the  fact  that 
so  many  sovereigns  are  minted  from  so  much  standard 
gold,  and  these  gold  coins  have  then  an  unlimited  legal 
currency.  It  is  the  fact  of  the  pound  standard  being 
more  closely  defined  by  this  connection  with  the  metal  gold 
that  we  mean  to  express  when  we  call  it  a  gold  standard. 

The  relation  between  the  pound  standard  and  the 
gold  can  be  best  expressed  by  saying  that  the  price  of 
an  ounce  of  gold  is  fixed  in  the  pound  scale.  The  price 
of  standard  gold  is,  normally,  £3  17s.  ioid.  an  ounce. 
But  it  is  not  absolutely  fixed;  it  is  only  fixed  within 
certain  rather  narrow  limits.  The  rule  laid  down  for 
the  minting  of  gold  coins  cannot  be  carried  out  with 
perfect  exactness.  There  is,  therefore,  a  margin  of  error 
in  the  minting. 

Anyone  who  wants  to  take  the  gold  from  the  gold 
coins  in  circulation  must  count  upon  finding  a  certain 
average  short  value  in  them.  This  may  be  from  2  to  3 
pro  mille.  Hence  the  upper  limit  of  the  price  of  gold 
is  about  2  to  3  pro  mille  above  the  normal  price.  The 
lower  limit  is  determined  by  the  cost  of  minting.  The 
normal  price  of  standard  gold  purity)  is,  as  we  said, 
£3  17s.  1  odd.  per  ounce  in  England.  The  lower  limit 
of  the  price  is  £3  17s.  9d.,  at  which  the  Bank  of  England 
is  obliged  to  take  gold  at  any  time.  The  upper  limit 
should  be  put,  in  normal  conditions,  at  about  £3  18s.  od.; 
though  higher  prices  are  paid  occasionally.  These  limits 
represent  variations  from  the  normal  price  of  about 
id  per  1,000,  upward  and  downward. 


THE  GOLD  STANDARD  373 

An  ideal  gold  standard  would  require  an  absolutely 
fixed  price  of  gold.  Every  variation  from  the  normal 
price  must  clearly  be  regarded  as  an  imperfection  of  the 
gold  standard.  A  variation  upward  is  equivalent  to  an 
imperfection  of  the  coins  in  circulation:  a  downward 
movement  is  equivalent  to  a  rise  of  the  minting  charge. 
Every  restriction  of  these  fluctuations  means  an  advance 
in  the  direction  of  a  consistently  realised  gold  standard. 

The  possibility  of  variations  in  the  price  of  gold  is 
theoretically  important  in  so  far  as  it  shows  that  the 
price-scale  has  an  independent  existence  even  under  a 
gold  standard;  that  the  unit  of  reckoning  even  here  is 
a  purely  abstract  unit,  not  a  certain  weight  of  gold. 
The  primary  in  the  English  standard  is  the  reckoning  in 
pounds.  All  prices  are  fixed  on  this  standard,  and  all 
debts  discharged  according  to  it.  The  unit  of  reckoning, 
the  pound,  is  an  independent  magnitude.  The  settle¬ 
ment  of  prices  in  this  unit  is  only  restricted  by  the  fact 
that  it  must  not  cause  the  price  of  gold  to  go  above  or 
below  certain  limits.  The  fluctuations  of  the  price  of 
gold  under  a  gold  standard  are  important  also  from  the 
practical  point  of  view,  as  we  shall  see  in  studying  inter¬ 
national  payments  (§  60). 

The  gold  standard  was  introduced  in  England  at 
the  beginning  of  the  nineteenth  century,  and  since  the 
seventies  it  has  been  generally  adopted,  first  in  the 
countries  of  Western  Europe,  and  then  all  over  the  world, 
In  certain  countries,  however,  the  earlier  position  of  silver 
money  as  unlimited  legal  tender  has  not  been  entirely 
abandoned.  In  France,  for  instance,  silver  five-franc 
pieces  are  still  legal  tender  with  full  purchasing  power. 
Although  this  silver  is  not  convertible,  it  in  the  main 
asserts  its  parity  with  gold  money;  though  in  payments 
to  foreign  countries  small  premiums  must  be  paid,  as  a 
rule,  for  gold  money.  That  this  parity  should  be  possible 
is  due  to  the  scarcity  of  silver  money,  which  is  far  from 
sufficient  to  cover  the  needs  of  business.  But  as  gold 
money  must  always  be  in  demand,  the  currency  value  is 
always  regulated  by  the  metal  value  of  the  dearer  coins 
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(compare  our  second  principle  on  the  circulation  of 
money).  A  gold  standard  with  the  retention  of  an  inCon- 
vertible  silver  money  at  full  purchasing  power  is  known 
as  a  limping  standard. 

The  considerable  fall  in  price  which  silver  has  ex¬ 
perienced  since  the  seventies  in  consequence  of  the 
greatly  increased  production  of  that  metal,  and  the  com¬ 
parative  restriction  of  its  monetary  use  owing  to  the 
setting  up  of  the  gold  standard,  led  to  certain  efforts  to 
“  rehabilitate  ”  silver  on  the  part  of  the  interests  which 
suffered  by  the  fall.  These  efforts  had  the  co-operation 
of  people  who  saw  in  the  increasing  scarcity  of  gold 
and  the  general  fall  in  prices  which  this  undoubtedly 
in  part  occasioned  a  proof  of  the  inadequacy  of  gold  as 
the  sole  standard  metal.  These  efforts  culminated  in 
a  demand  for  the  restoration  of  the  double  standard  on 
an  international  foundation.  This  broader  basis  of  the 
double  standard  would,  they  said,  secure  so  great  a 
monetary  use  for  whichever  of  the  two  metals  was  in  less 
demand  at  the  time  on  the  open  market  that  it  would  be 
possible  to  avoid  material  fluctuations  in  the  relative 
value  of  gold  and  silver. 

This  program  of  the  international  double  standard 
is  called  Bimetallism.  Bimetallism  is  an  attempt  to 
solve  the  problem  of  the  single  standard  on  the  basis  of 
two  standard  metals.  The  possibility  of  such  a  solution 
is  to  a  great  extent  a  political  question  that  cannot  be 
discussed  here.  There  is  no  doubt  that  a  very  consider¬ 
able  stabilisation  of  the  relative  value  of  gold  and  silver 
would  be  attained  if  the  whole  world  could  really  agree 
upon  a  bimetallic  system.  Whether  this  stabilisation 
would  be  sufficient  to  keep  the  two  metals  constantly 
in  circulation  together  is  an  open  question.  It  must 
therefore  remain  uncertain  how  far  bimetallism  can  be 
regarded  as  a  practically  satisfactory  solution  of  the 
single-standard  problem. 

It  is  certain  that  bimetallism  has,  under  pressure  of 
accidental  circumstances,  introduced  into  the  standard 
question  an  element  which  is.  strictly  speaking,  foreign 
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to  the  problem.  Our  general  treatment  of  the  problem 
of  the  formation  of  prices  showed  that  prices,  as  a 
whole,  are  determined  but  for  a  multiplicative  factor. 
It  follows  that  a  single  price  can  be  fixed  in  any  way. 
A  new  condition  must  enter  before  the  problem  of  the 
formation  of  prices  is  fully  settled.  This  condition, 
which  means  the  fixing  of  the  scale  of  prices,  may  assume 
various  forms,  one  of  which  is  the  settling  of  the  price 
of  a  particular  commodity.  This  method  is  followed 
by  the  gold  standard,  and  also  by  the  silver  standard. 
But  the  double  standard  means  an  attempt  to  fix  two 
prices — that  is  to  say,  first,  the  absolute  price  of  one 
commodity;  secondly,  the  relative  prices  of  two  different 
commodities.  The  latter  function,  the  fixing  of  the 
relative  prices  of  two  commodities,  is  clearly  quite  outside 
the  province  of  the  monetary  system  and  must,  if  it  is 
mixed  up  with  the  question  of  standard,  complicate  that 
question  considerably  and  obscure  its  essential  features. 

The  gold  standard  has  completed  the  development 
of  the  monetary  system  in  so  far  as  we  have  reached  a 
solution  of  the  money-problem  by  which  we  have  com¬ 
pletely  removed  the  disadvantages  which  the  use  of 
coined  metal  instead  of  raw  metal  had  at  first,  and  also 
the  disadvantages  of  an  unstable  relative  value  of  the  two 
precious  metals.  We  have  succeeded  in  attaining  an 
“  invariability  of  money  ”  and  a  “  unity  of  standard.” 
We  have,  however,  still  to  inquire  whether  the  connecting 
of  the  price-scale  with  the  metal  gold  can  guarantee  a 
sufficient  steadiness  in  the  settlement  of  prices.  It  is 
conceivable  that  gold,  apart  from  the  formal  assignment 
of  its  price  in  the  gold  standard,  is  subject  to  considerable 
fluctuations  in  value  in  comparison  with  other  commodi¬ 
ties,  and  this  would  naturally  lead,  under  a  gold  standard, 
to  corresponding  fluctuations  in  the  prices  of  the  com¬ 
modities.  We  cannot  state  this  question  very  precisely 
here,  but  we  will  make  a  thorough  study  of  it  in  the 
eleventh  chapter.  But  as  we  have  already  pointed  out 
the  scarcity  of  gold  at  the  end  of  the  nineteenth  century 
brought  about  a  general  fall  of  prices  under  the  gold 
u  3 
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standard.  Bimetallism  would  meet  this  fall  of  prices 
by  abandoning  the  gold  standard  and  creating  a  standard 
more  amply  provided  with  media  of  payment.  In  the 
twentieth  century  the  greatly  increased  production  of 
gold  caused  prices  under  the  gold  standard  to  rise  once 
more.  In  this  way  the  need  to  which  bimetallism  drew 
attention  was  pushed  aside,  at  least  for  a  time.  The 
supply  of  gold  was  quite  sufficient  before  the  War  to 
enable  the  world  to  keep  a  gold  standard  and  gold  circu¬ 
lation  without  any  pressure  on  prices,  indeed  with  rising 
prices.  If  a  time  comes  when  this  is  no  longer  possible, 
or  if,  on  the  other  hand,  too  much  gold  were  to  come 
upon  the  market,  we  shall  find  ourselves  confronting  a 
question  of  currency-standard  which  is  of  too  general 
and  far-reaching  an  import  for  us  to  find  the  answer  to 
it  in  a  reversion  to  bimetallic  ideas. 

§  42.  Free  Standards. 

The  metallic  standard,  which  fixes  the  price-scale 
by  fixing  the  price  of  a  metal,  is  not  the  only  solution 
of  the  problem  of  the  stabilisation  of  the  price-scale. 
Experience  has  already  shown  in  a  number  of  cases  that 
a  certain  stabilisation  of  the  price-scale  can  be  secured 
without  binding  it  to  any  metal  or  any  kind  of  commodity. 

The  fixing  of  the  price-scale  is,  as  we  have  seen, 
accomplished  by  assigning  some  medium  of  payment  that 
shall  have  unlimited  legal  purch  ing  power  in  the  price- 
scale.  It  is  clear  that  a  necessary  condition  of  this 
stabilisation  of  prices  is  that  there  shall  be  certain  limits 
to  the  amount  of  this  medium  of  payment.  If  it  could  be 
produced  in  any  quantity  without  difficulty,  any  price 
whatever  might  be  offered,  and  the  stability  of  prices 
would  cease. 

When  the  currency  is  a  freely  mintable  coinage,  its 
scarcity  is  guaranteed  by  the  scarcity  of  the  coinage- 
metal.  As  this  is  used  also  for  other  purposes,  the  scarcity 
of  the  medium  of  payment  is,  it  is  true,  secondary,  but 
it  is,  at  all  events,  due  to  objective  conditions. 

But  when  the  State  monopolises  the  production 
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of  the  currency,  it  can  restrict  this  currency  to  whatever 
amount  it  desires  and  so  regulate  the  fixing  of  prices. 
The  requisite  stabilisation  of  the  price-scale  is  in  this 
case  secured  by  a  direct  quantitative  limitation  of  the 
medium  of  payment.  A  standard  that  rests  upon  this 
basis,  and  is  therefore  not  bound  up  with  a  metal,  is 
called  a  free  standard . 

India  had  for  some  time  a  free  standard  after  the 
suspension  of  the  free  coinage  of  silver  in  1893.  The 
value  of  the  rupee  rose  above  its  silver  value,  and  it  was 
entirely  due  to  the  scarcity  of  the  Indian  currency.  At 
the  same  time,  however,  the  Indian  mints  were  directed 
to  give  fifteen  rupees  for  English  sovereigns,  when 
desired;  in  other  words,  to  sell  rupees  at  a  price  of  is.  qd. 
This  fixed  an  upper  limit  for  the  Indian  currency  value. 
But  the  decision  had  at  first  no  practical  importance,  as 
the  rupee-exchange  in  the  next  few  years  remained  far 
below  is.  4d.  Hence  the  rupee  standard  was  a  free 
standard  with  a  restriction  of  the  movement  of  the 
currency  value  both  ways.  Downwards  the  silver  value 
of  the  rupee  represented  the  limit  of  its  value:  upwards, 
it  was  the  gold  value  of  is.  4d. 

There  are,  moreover,  standards  which  have  no  con¬ 
nection  whatever  with  a  metal.  These  are  the  paper 
standards.  A  paper  standard  generally  originates  by 
declaring  banknotes  which  are  not  convertible  into  gold 
to  be  legal  tender,  and  thus  giving  them  forced  currency. 
When  paper  money  is  issued  in  sufficient  quantities,  it 
will  necessarily  supersede  all  metallic  money,  as  it  has  no 
material  value.  The  scale  of  prices  is  then  settled  by 
the  paper  money  alone;  the  value  of  the  unit  of  reckon¬ 
ing  depends  entirely  upon  the  scarcity  of  the  paper 
currency. 

When  paper  money  is  issued  in  unlimited  quantities, 
the  unit  of  reckoning  must  fall  indefinitely  in  value,  and 
prices  must  rise  indefinitely.  The  paper  economy  is 
then  bound  to  end  in  a  catastrophe.  We  have  earlier 
instances  in  the  issue  of  notes  by  Law  s  Bank  in  France 
which  issued  notes  to  the  enormous  extent  of  nearly 
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three  thousand  million  livres ,  but  failed  in  the  great 
crash  of  1720.  And  there  was  an  even  larger,  and  equally 
fatal,  issue  of  assignats  during  the  French  Revolution. 

In  recent  times  there  has  often  been  a  paper  standard 
with  definite  limitation  of  the  paper  money.  In  such 
cases  the  paper  money  has  kept  up  to  a  certain  value, 
though  it  showed  some  fluctuations  as  compared  with 
metallic  standards.  The  object  in  view  in  the  regulation 
of  the  paper  money  was,  as  a  rule,  the  resumption  of 
cash  payments  at.  a  certain  rate,  and  therefore  an  eventual 
return  to  a  metal  standard  on  the  basis  of  the  original 
metal  or  a  transition  to  a  new  metal  standard  (gold  instead 
of  silver).  In  the  meantime,  however,  the  paper  standard 
was  essentially  determined  by  the  scarcity  of  the  paper 
currency  relatively  to  the  demand  for  it;  though  the  hope 
of  passing  presently  to  a  metal  standard  may  have  in¬ 
fluenced  the  value  of  the  paper  money  to  a  certain  extent. 

During  the  period  of  the  Napoleonic  wars  the  Bank 
of  England  could  not  redeem  its  notes  in  gold  after  1797. 
But  as  the  notes  had  forced  circulation,  and  were  therefore 
legal  tender,  they  displaced  gold  money.  England  had, 
therefore,  a  paper  standard,  the  unit  of  reckoning  of 
which,  the  pound  sterling,  had  an  independent  value, 
determined  only  by  the  amount  of  currency  in  circulation 
— that  is  to  say,  bank-notes.  Gold  was  a  commodity, 
and  its  price  was  fixed  in  pounds  sterling  like  those  of 
other  commodities.  Here  the  independent  reality  of  the 
price-scale  is  very  clearly  seen.  At  the  close  of  the  War 
the  pound  sterling  was  gradually  brought  on  a  par  with 
the  sovereign  by  severe  restriction  of  the  issue  of  notes, 
and  thus  the  gold  standard  was  re-introduced. 

There  are  in  recent  times  numerous  instances  of 
deliberately  regulated  paper  standards.  The  paper  stan¬ 
dard,  quite  disconnected  from  metal  currency,  ought, 
theoretically,  to  be  regarded  as  the  simplest  standard. 
The  various  standards  differ  in  the  way  in  which  the 
scarcity  of  the  currency  is  brought  about.  In  the  case  of 
a  purely  paper  standard  the  scarcity  of  the  currency  is 
due  to  two  factors :  on  the  one  hand  to  the  quantity  of 
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the  paper  money  and,  on  the  other,  to  the  demand  for 
media  of  payment  within  the  economic  system  in  question. 
In  the  case  of  a  metal  standard  the  matter  is  much  more 
complicated.  The  amount  of  the  existing  currency  is 
in  this  case  not  a  given  quantity  in  the  problem,  but  is, 
by  means  of  the  free  coinage  right,  bound  up  with  the 
world-supply  of  the  metal,  which  in  turn  is  to  some  extent 
dependent  upon  the  cost  of  production.  As  demand  we 
have  to  consider,  not  only  the  monetary  demand  of  the 
national  economy  in  question,  but  also  that  of  other 
national  economies,  and  indeed  the  industrial  demand 
for  the  metal  throughout  the  world. 

Hence  for  the  elucidation  of  the  connection  between 
the  value  of  the  standard  unit  and  scarcity  of  media  of 
payment  the  pure  paper  standard  is  a  phenomenon  of 
the  greatest  interest. 
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§  43.  The  Concentration  of  Cash  in  Banks. 

MONEY  is  taken  as  a  general  medium  of  exchange 
for  the  purpose  of  further  exchange.  This  second 
exchange  may  take  place  within  a  longer  or  shorter 
time.  When  the  money  is  to  be  used  again  as  a  medium 
of  payment  cannot,  as  a  rule,  be  settled  in  advance.  In 
the  meantime  the  store  of  money  of  the  community 
forms  its  cash.  In  general  every  economy  that  is  not 
extremely  poor  has  at  all  times  a  larger  or  smaller  fund 
of  cash.  The  total  amount  of  the  cash  within  the  national 
economy  at  a  given  moment  represents  the  money- 
requirements  of  the  national  economy  in  question  at  that 
moment.  The  extent  of  these  requirements  depends 
upon  the  habits  of  the  nation  and  the  organisation  of  the 
monetary  system. 

At  primitive  economic  levels  the  money  is  stored, 
until  it  has  been  decided  what  to  do  with  it,  either  as 
such  or  as  metal  (in  the  form  of  ornaments).  If  the 
money  is  not  required  for  current  consumption,  this 
storing  of  it  assumes  the  character  of  a  treasury-hoard, 
or  “  thesaurisation.”  Hoarded  means  of  this  description 
may  in  case  of  need — a  bad  harvest,  for  instance,  as 
happens  periodically  in  India — be  brought  out  for  con¬ 
sumption,  or  be  used  for  some  special  purpose;  as  in  Lord 
Cromer’s  story  of  an  Egyptian  who  had  bought  an  estate 
for  ^25,000,  and  half  an  hour  afterwards  appeared  with 
a  string  of  asses  carrying  the  money,  which  he  had  dug 
up  out  of  his  garden.* 

*  Annual  Re-port  of  the  Director  of  the  Mint,  1911  (Washington,  1912), 
P-  55- 
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In  modern  conditions  even  people  who  engage  upon 
no  undertakings  of  their  own  find  ample  opportunities 
for  safe  and  profitable  investment,  while  leaving  open  the 
possibility  of  re- converting  their  capital  into  money 
whenever  unforeseen  circumstances  make  this  necessary. 
The  result  is  that  everyone  invests  the  money  for  which 
he  has  no  particular  use  in  the  near  future.  It  is  clear 
that  this  materially  reduces  the  money- requirements 
of  the  community,  relatively  considered.  The  cash  now 
consists  mainly  only  of  those  means  which  are  wTanted  for 
payments  in  the  immediate  future,  either  for  investment  or 
consumption  on  the  part  of  the  individual  or  in  the  current 
management  of  a  business. 

The  course  of  development,  however,  shows  a  pro¬ 
gressive  diminution  even  of  these  money- requirements 
relatively  to  the  sum  total  of  payments.  There  is  a 
constantly  increasing  endeavour  to  find  some  use  for 
the  stores  of  cash,  which  represent  capital,  wherever  it 
is  possible.  This  effort  takes  the  form  of  a  restricted 
use  of  money  on  the  part  of  the  individual,  a  progressive 
diminution  of  the  money- requirements  of  the  national 
economy.  We  may  distinguish  four  stages  in  this 
development. 

The  first  stage  is  the  concentration  of  the  cash  of 
individual  households  in  a  bank.  The  individual  en¬ 
trusts  his  cash  to  the  bank  on  the  understanding  that  he 
can  get  money  from  the  bank  when  he  requires  it.  This 
concentration  of  itself  means  a  considerable  saving  of 
cash.  For,  although  from  the  nature  of  the  transaction 
the  money  is  withdrawable  at  sight,  the  bank  does  not 
need  so  large  a  sum  as  would  correspond  to  the  total  of 
all  the  private  funds  entrusted  to  it.  The  various 
depositors  will  not  all  demand  their  money  back  at  the 
same  time.  One  has  a  payment  to  make  to-day,  another 
to-morrow.  It  will  be  some  time  before  a  sum  equal  to 
the  whole  of  the  deposits  is  paid  back.  In  the  meantime 
the  bank  will,  in  normal  conditions,  have  received  new 
money.  If  the  number  of  the  depositors  is  large,  the 
payments  and  withdrawals  will  for  the  most  part  be  about 
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equal  every  day.  The  bank  then  needs  only  cash  enough 
to  meet  a  slight  excess  of  withdrawals  occasionally.  The 
more  evenly  the  payments  and  withdrawals  are  distri¬ 
buted,  the  smaller  the  average  amount  of  the  bank’s  cash 
relatively  to  its  liabilities,  need  be.  The  bank  must,  of 
course,  always  be  prepared  to  meet  larger  withdrawals 
than  the  normal,  and  therefore  it  must  ordinarily  not 
allow  its  cash  to  fall  below  a  certain  limit.  But  as  the 
cash  at  the  bank  may  be  less  than  the  sum  of  the  moneys 
entrusted  to  it,  this  enables  the  bank  to  negotiate  with 
part  of  the  funds  deposited  with  it  and  invest  them  in 
profitable  undertakings.  The  bank  will  thus  make  a 
profit,  and  it  will  endeavour  to  attract  as  much  cash  as 
possible.  With  this  object  it  will,  perhaps,  offer  interest 
on  deposits :  naturally,  at  a  comparatively  low  rate  of 
interest.  But  the  convenience  and  security  of  keeping 
one’s  money  in  a  bank  are  frequently  sufficient  induce¬ 
ments  to  attract  depositors.  Thus  the  concentration 
of  the  cash  of  individuals  is  in  the  mutual  interest  of 
the  banks  and  the  public. 

As  a  result  of  this  development  the  store  of  money 
of  the  national  economy  is  divided  into  two  parts,  one 
of  which  is  reserve  in  the  banks,  while  the  other  is  in  the 
hands  of  the  public  and  is  known  as  the  sum  of  money  in 
circulation.  When  the  custom  of  putting  one’s  money 
in  a  bank  has  become  general,  the  national  economy  is 
able  to  manage  with  a  comparatively  small  sum  of  money 
in  actual  circulation,  but  it  needs  to  keep  the  bank  reserve 
at  a  certain  level.  This  reserve  is  called  into  use  whenever 
the  total  demand  for  circulating  money  exceeds  the 
normal  amount.  At  such  times  money  flows  from  the 
reserve  into  the  circulation,  and,  when  the  demand 
abates,  it  flows  back  into  the  reserve.  The  amount  of 
the  money  which  must  normally  be  kept  as  reserve  is, 
therefore,  fixed  by  the  extent  of  the  fluctuations  of  the 
public  requirements  in  circulating  money. 

However,  this  concentration  of  cash  which  we  have 
described  must,  on  the  whole,  effect  a  considerable 
diminution  of  the  money- requirements  of  the  national 
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economy  To  look  at  the  matter  from  a  different  point 
of  view,  with  a  given  sum  of  money  it  must  be  possible 
to  effect  a  larger  number  of  payments.  In  other  words, 
the  concentration  of  the  cash  diminishes  the  scarcity  of 
money. 

We  have  here  considered  the  bank- deposits  only  in 
so  far  as  they  represent  mere  sums  of  money  which  are 
repayable  at  sight.  These  deposits  are  received  by  the 
banks,  as  we  said,  partly  from  business  concerns,  which 
always  need  cash  for  current  purposes,  but  prefer  to 
keep  this  cash  in  part  in  a  bank,  partly  from  private 
individuals  who  have  means  at  their  disposal  for  a  short 
time,  either  for  consumption  or  for  investment. 

But  the  banks  also  receive  deposits  of  a  different 
kind.  Sometimes,  for  instance,  a  man  who  has  saved 
money  leaves  the  investment  of  it  to  his  bank.  He  lends 
his  money  to  the  bank  at  interest  for  a  long  period.  The 
bank  has  then  to  find  an  investment  for  this  capital. 
This  investing  on  behalf  of  the  public  is  a  special  busi¬ 
ness,  and,  although  it  is  to  some  extent  conducted  by  the 
banks,  special  institutions  are  also  created  for  the  purpose. 
For  small  savings  the  Savings  Banks  are  mainly  to  be  con¬ 
sidered.  There  are,  naturally,  also  intermediate  forms 
besides  these  two  chief  types  of  deposits;  in  these  the 
money  is  repayable  in  a  short  time  and  bears  a  lower  rate 
of  interest,  and  it  remains  open  whether  it  is  to  be 
regarded  as  a  temporary  investment  or  as  so  much  cash. 
In  a  study  of  the  nature  of  money  we  have,  clearly,  to 
ignore  all  deposits  which  represents  investments,  and 
confine  ourselves  to  the  cash  that  is  entrusted  to  the  banks 
for  current  use. 

The  second  and  third  stage  in  the  rational  utilisation 
of  this  cash  is  reached  when  cheques  are  introduced. 
The  bank  may  authorise  a  depositor  to  issue,  on  his  credit, 
demands  on  the  bank  by  means  of  a  cheque :  that  is  to 
say,  payable  at  sight.  In  what  follows  we  will,  for  brevity, 
call  these  credits  that  may  be  drawn  upon  by  means  of 
cheques  simply  “  deposits.”  In  paying  with  a  cheque  we 
simply  give  the  payee  a  demand  on  a  bank  for  money  at 
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sight.  The  payee  may,  of  course,  pass  on  the  cheque  to 
another  person  in  payment  instead  of  paying  it  into  a 
bank,  but  this  use  of  cheques  is  not  the  customary  pro¬ 
cedure.  Here  we  assume  that,  as  is  commonly  the  case, 
the  cheque  is  used  for  the  effecting  of  a  single  payment 
between  members  of  the  public. 

This  payment,  however,  may  be  effected  in  several 
different  ways.  If  the  cheque  is  presented  at  the  bank 
by  the  receiver,  there  is  no  material  advance  upon  the 
first  stage.  Payment  by  cheque  is  in  that  case  not  a 
substitute  for  payment  by  cash.  But  if  the  receiver  him¬ 
self  has  an  account,  he  may  merely  have  the  cheque  put 
to  his  credit.  Here  we  may  distinguish  two  cases. 
Either  the  receiver  has  his  account  in  the  same  bank  as  the 
writer  of  the  cheque  or  in  a  different  bank.  In  the  first 
case,  clearly,  the  cheque  involves  only  a  transfer  in  the 
bank’s  books.  The  payment  is  effected  without  any 
money  being  handled.  This  process  of  transferring, 
which  may,  if  the  bank  has  a  whole  network  of  branches, 
enable  payments  to  be  effected  between  people  in  dif¬ 
ferent  places,  and  thus  greatly  facilitate  the  settlement 
of  accounts,  is  the  second  stage  in  the  development  of  the 
holding  of  cash. 

In  the  second  case,  however,  the  bank  of  the  receiver 
would  be  compelled  to  cash  the  cheque  at  the  bank  of 
the  giver,  and  in  the  end  the  payment  would  involve  the 
handling  of  cash.  This  is  avoided  by  a  system  of  balancing 
between  the  banks  which  is  known  as  “  clearing  ” ;  and 
this  is  to  be  regarded  as  the  third  stage  in  the  develop¬ 
ment  of  the  holding  of  cash. 

The  introduction  of  cheques,  in  conjunction  with  the 
appearance  of  the  clearing  system,  enables  the  banks  to 
meet  the  demands  of  their  depositors  for  the  most  part 
without  paving  out  cash.  Each  bank,  however,  needs 
funds  in  order  to  meet  the  requirements  of  its  clients  in 
cash  and  any  unfavourable  balance  in  the  clearing;  and 
these  funds  must  have  a  certain  ratio  to  the  entire  sum 
of  their  deposits. 

Th q  fourth  stage  is  the  concentration  of  the  cash  of 
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the  banks  in  a  central  bank.  Naturally,  the  banks  retain 
a  sufficient  sum  for  their  daily  needs.  What  they  need 
beyond  this,  as  reserve  fund  for  greater  security,  is 
deposited  in  the  central  bank  as  the  “  banking  reserve.” 
For  the  clearing  business  this  means,  in  the  first  place, 
that  differences  may  be  met  by  drawing  upon  the  reserve 
fund.  We  thus  reach  a  stage  when  cheque-payments 
between  those  who  have  accounts  can  be  effected  entirely 
without  handling  cash,  and  no  fund  need  be  kept  for  that 
purpose. 

The  banks,  however,  must  always  keep  certain  reserves 
of  cash  in  order  to  be  able  to  meet  their  deposit  liabilities 
in  cash  at  any  time.  The  partial  accumulation  of  these 
reserves  in  a  central  bank  has  the  same  effect  as  the 
corresponding  accumulation  of  the  cash  of  individual 
households  in  the  banks;  it  means  a  saving  in  the  collective 
cash-requirement.  This  saving,  however,  must  be  re¬ 
latively  smaller,  as  the  cash-requirements  of  the  various 
banks  are  generally  subject  to  the  same  influences  of 
seasonal  or  other  pressure.  Hence  the  money-needs  of 
the  banks  occur,  on  the  whole,  at  the  same  time,  and  the 
central  bank  has  accordingly  to  meet  the  total  of  these 
demands  in  full.  The  seasonal  balance  of  the  money- 
requirements  of  a  number  of  banks  will  probably  never 
go  so  far  as  the  corresponding  balance  of  the  money- 
requirements  of  a  far  larger  number  of  bank-clients  of 
the  most  diverse  occupations  and  in  the  most  varied 
economic  circumstances.  The  central  bank  is  therefore 
obliged  to  keep  a  relatively  large  sum  to  meet  its  reserve- 
liabilities,  and  it  can  only  invest  a  comparatively  small 
part  of  the  deposited  funds  in  remunerative  ways. 
Naturally,  the  banking  reserves  at  the  central  bank  are 
not  interest-bearing. 

The  procedure  we  have  described  is  of  the  first 
importance  in  connection  with  the  supply  of  means  of 
payment  to  the  national  economy.  As  credits  can  be 
disposed  of  by  means  of  cheques,  and  therefore  payments 
effected  without  any  coin  being  handled,  the  deposits 
assume  the  character  of  independent  media  of  payment, 
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substituted  for  money.  But  they  have  this  character 
only  to  the  extent  to  which  they  exceed  the  funds  which 
cover  them,  because  the  remainder  of  the  deposits  repre¬ 
sents  only  the  money  stored  in  the  reserve.  The  main 
thing  is,  however,  that  by  the  use  of  cheques  certain 
money-claims  which  are  payable  at  sight  are  put  on  the 
same  footing  as  money  as  media  of  payment,  and  they 
enter  into  competition  with  money,  thus  diminishing 
the  scarcity  of  money. 

We  have  so  far  described  the  matter  as  if  the  deposits 
always  arose  by  the  public  handing  over  its  superfluous 
supplies  of  money  to  the  banks.  This  is  only  partly  the 
case.  In  point  of  fact  the  deposits  are  chiefly  formed, 
and  continuously  nourished,  by  the  bank  in  question 
making  advances  to  its  clients,  either  by  discounting  bills 
or  by  loans,  and  crediting  its  clients  with  corresponding 
amounts  in  their  accounts.  This  is  even  more  true  as 
regards  the  reserves  of  the  banks  at  the  central  bank. 
Frequently  the  bank  also  grants  its  customers  the  right 
to  draw  cheques  up  to  a  certain  sum  although  there  is 
nothing  to  cover  them.  These  credits  given  by  the  bank 
may  be  regarded  as  fictitious  or  book-credit  deposits. 
“  Deposits  ”  created  in  this  way  are  quite  equivalent  to 
the  others  as  means  of  payment. 

In  these  circumstances  the  business  of  banks  does  not 
consist  entirely,  perhaps  not  even  mainly,  in  the  profitable 
investment  of  the  funds  entrusted  to  them  in  the  form 
of  deposits,  but  rather  in  making  advances  which  will 
not  be  paid  out  in  cash,  but  will  remain  with  them  as 
deposits.  It  is  true  that  these  deposits  are  transferred 
by  cheque  from  one  bank  to  others,  but  this  does  not 
lessen  the  total  amount  of  deposits  in  the  national 
economy  in  question;  it  forms  rather  a  permanent  part 
of  the  money-store  of  that  economy,  a  part  that  is  still 
further  enlarged  at  each  increase  of  these  advances. 
Sums  are  paid  in  cash  from  the  deposits,  it  is  true,  but 
on  the  whole,  in  normal  conditions,  equal  sums  are  paid 
with  the  accounts  in  cash,  so  that  the  entire  cash-supply 
of  the  banks  is  undisturbed.  This  balance,  however,  can 
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only  be  maintained  as  long  as  the  credits  thus  created  are 
not  too  large.  Here  we  have,  as  we  shall  see  presently, 
the  limit  of  the  apparently  endless  power  of  the  banks  to 
create  deposits. 

The  deposits  can  never  wholly  replace  cash  as  means 
of  payment.  Even  in  highly  developed  deposit-systems 
cash  is  used  on  a  large  scale  in  certain  circles  and  for 
certain  kinds  of  payments.  The  whole  of  the  working 
class,  at  least  the  majority  of  the  skilled  workers,  and  in 
part  the  small  shopkeepers  and  most  of  the  small  farmers, 
are,  as  a  rule,  entirely  outside  the  world  of  cheques. 
Moreover,  those  who  have  current  accounts  need  a  good 
deal  of  cash  for  their  daily  personal  uses.  Hence  by  far 
the  greater  part  of  the  actual  consumption,  even  in  an 
advanced  economic  system,  must  be  paid  for  in  cash 
(including  bank-notes). 

As  to  the  relative  importance  of  the  deposits  on  the  one 
hand  and  money  (including  bank-notes,  etc.)  on  the  other, 
Prof.  Fisher  came  to  the  following  conclusions  for  the 
United  States  in  the  year  1909.*  The  amount  of  money 
in  actual  circulation — that  is  to  say,  not  in  reserve  at 
the  banks  or  the  Treasury — amounted  to  1,600,000,000 
dollars.  The  deposits  amounted  to  more  than  four  times 
as  much,  or  6,700,000,000  dollars.  Money-payments 
amounted  to  34,000,000,000  dollars  a  year,  and  payments 
by  cheque  to  353,000,000,000  dollars,  or  the  far  greater 
part  of  the  entire  sum  of  payments,  which  reached  the 
enormous  total  of  387,000,000,000  dollars. 

The  quantitative  ratio  of  deposits  and  money  in  the 
national  provision  of  means  of  payment  varies  considerably 
from  one  country  to  another,  and  is,  even  in  any  one 
country,  subject  in  the  course  of  time  to  variations, 
usuallv  in  the  direction  of  an  increasing  use  of  deposits 
as  media  of  payment.  At  any  given  time,  however,  this 
ratio  is  settled  by  the  habits  of  the  people,  and  may 
therefore  be  regarded  as  a  definite  magnitude.  The  public 
will  hold  against  its  cheque-accounts  an  average  sum 
in  deposit  which  has  this  definite  ratio  to  the  amount 
*  Fisher,  The  Purchasing  Power  of  Money  (New  York,  1912),  p.  305. 
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of  money  in  actual  circulation,  neither  more  nor  less. 
Hence  if  the  banks  create  a  surplus  of  deposits  by  their 
advances,  they  will  have  to  meet  demands  for  payment  in 
cash.  The  suggested  ratio  of  deposits  and  money  is,  of 
course,  not  absolutely  fixed.  In  certain  circumstances 
the  demand  for  means  of  payment  looks  especially  to 
deposits,  on  other  occasions  to  money.  However,  even 
these  variations  depend  upon  independent  causes  which, 
as  a  rule,  do  not  fall  under  the  influence  of  the  banks. 

The  modern  development  of  the  banking  system  has 
put  into  the  hands  of  the  banks  the  entire  business  of 
supplying  the  community  with  media  of  payment.  If 
we  consider  a  self-contained  economy  with  a  gold  standard, 
and  do  not  take  into  account  the  possibility  of  producing 
gold,  the  sum  total  of  the  effective  media  of  payment,  or 
the  sum  of  the  money  in  circulation  and  the  deposits, 
can  only  be  increased  in  co-operation  with  the  banks. 
That  the  deposits  can  be  increased  without  diminishing 
the  amount  of  money  in  circulation  only  by  an  increase 
of  the  bank  advances  is  obvious,  but  even  the  increase  of 
the  amount  of  money  in  circulation  is  only  possible  by 
the  banks  drawing  upon  their  reserves.  Hence  the  whole 
demand  for  media  of  payment  looks  to  the  banks,  and 
every  enlargement  of  the  community’s  supply  of  such 
media  depends  upon  a  corresponding  enlargement  of 
the  bank  advances. 

In  modern  conditions  it  is,  doubtless,  the  rule  that 
enterprises  cannot  meet  their  need  of  media  of  payment 
out  of  their  own  means.  The  capital  of  the  undertaking, 
together  with  the  capital  raised  by  funded  loans,  hardly 
suffices,  as  a  rule,  to  cover  the  real  capital  employed 
in  the  enterprise,  whether  in  buildings,  equipment,  or 
other  investments,  or  the  liquid  capital  which  is 
present  in  the  form  of  raw  material  or  half-manufactured 
products.  The  cash-requirements  of  the  business  are 
usually  covered  by  bank  advances.  The  means  of  pay¬ 
ment  put  at  its  disposal  by  the  bank  are  only  to  a  small 
extent  kept  as  cash.  The  remainder  is  a  reserve  at  the 
bank,  on  which  cheques  may  be  drawn.  These  reserves 
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are  to  a  slight  extent  covered  by  cash  which  the  banks 
have  received  from  the  public  in  the  form  of  deposits 
and  keep  in  their  reserves.  The  far  greater  part  of  the 
cash-resources  consists  of  deposits  which  have  been  created 
by  bank  advances. 

We  see,  then,  that  the  banks  are  not  merely  the 
storers  of  cash  for  commerce,  but  themselves  create  cash- 
resources,  mostly  in  the  form  of  newly  formed  deposits, 
and  put  them  at  the  disposal  of  business  in  the  shape 
of  advances.  With  this  development  the  concentration 
of  cash  in  the  banks  reaches  its  final  stage. 

§  44.  The  Limits  of  Deposits. 

Deposits  on  current  accounts  are,  as  we  saw,  a  special 
medium  of  payment  competing  with  money.  It  seems, 
at  first  sight,  to  be  in  the  power  of  the  banks  to  increase 
this  medium  of  payment  as  much  as  they  please.  Cus¬ 
tomers  of  the  banks  who  wish  to  extend  their  business, 
and  need  further  media  of  payment  in  order  to  do  so, 
receive  these  means  in  the  form  of  credit,  either  by  the 
discounting  of  their  requirements  or  by  loans  on  their 
securities  or,  more  simply,  on  their  note  of  hand.  New 
deposits  can  be  created  as  long  as  the  banks  make  these 
advances.  But  we  must  at  once  regard  it  as  impossible 
that  there  should  be  an  indefinite  multiplication  in  this 
way  of  a  means  of  payment  which  is  actually  used  to 
a  very  great  extent  in  the  modern  social  economy,  and 
is  put  on  the  same  footing  as  money.  If  the  price-scale 
is  to  have  any  stability,  there  must  be  a  certain  restric¬ 
tion  of  the  entire  provision  of  means  of  payment,  and 
therefore  of  each  particular  medium  of  payment.  As 
a  matter  of  fact,  a  medium  of  payment  only  attains  its 
proper  character,  as  we  saw  previously,  in  virtue  of  the 
way  in  which  its  relative  scarcity  is  effected.  This 
applies  also  to  deposits. 

The  limitation  of  this  medium  of  payment  is  secured 
by  the  liability  to  pay  the  deposits  in  cash  on  demand. 
This  proposition  is  not  self-evident.  The  objection 
might  be  raised,  for  instance,  that  if  the  deposits  them- 
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selves  can  be  used  as  media  of  payment,  business  need  not 
demand  the  payment  of  them  in  cash,  and  thus  this 
supposed  limitation  of  the  deposits  would  be  ineffective. 
This  objection  raises  the  more  general  question,  what  is 
the  object  of  the  bullion  reserves  of  the  banks  in  a  national 
economy  with  an  advanced  cheque-system  ?  In  dealing 
with  this  question  it  is  better  to  ignore  for  the  moment 
the  money-demands  which  are  made  for  payments 
abroad,  as  it  will  be  more  convenient  to  devote  a  special 
chapter  to  international  payments  (Chapter  XII.).  We 
therefore  take  no  account  here  of  any  transactions  with 
foreign  countries,  and  we  confine  our  consideration  to 
“  the  self-contained  economy.” 

At  every  stage  of  the  economic  development  the 
total  demand  of  business  for  media  of  payment  is,  as 
we  have  said,  distributed  in  a  certain  proportion  between 
money  and  deposits.  When  there  is  a  more  abundant 
supply  of  means  of  payment,  there  is  an  increased  demand 
for  circulating  money,  and  this  increased  demand  turns 
to  the  cash  at  the  banks.  Thus  the  banks  cannot  put  an 
unlimited  supply  of  means  of  payment  at  the  disposal  of 
business  without  bringing  upon  themselves  demands 
for  cash. 

As  long  as  these  demands  can  be  confined  within 
certain  limits,  they  can  be  met  by  means  of  the  cash- 
reserves.  If,  however,  the  demand  for  money  con¬ 
tinues  to  increase,  it  is  clear  that  this  will  become  im¬ 
possible.  The  banks  are  therefore  compelled  to  impose 
certain  limits  on  themselves  in  the  particular  activity 
by  which  they  supply  business  with  media  of  payment. 
On  the  whole  these  limits  must  be  of  such  a  nature  that 
the  reserve  is  only  touched  occasionally,  and  is  preserved 
intact,  generally  speaking,  over  a  long  period  of  time. 
This  secures  a  certain  limitation  of  the  deposits  and  thus 
of  the  supply  of  media  of  payment. 

This  limitation  of  the  supply  of  means  of  payment 
does  not,  perhaps,  quite  prevent  the  demands  of  business 
for  money,  but  it  restricts  them  to  such  an  extent  that 
they  can  be  met  out  of  the  cash-reserves  of  the  banks. 
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Hence  the  object  of  the  entire  reserve  of  money  kept  by 
the  banks  is  to  meet  those  demands  for  money  which  arise 
from  the  advances  made  by  the  banks  even  when  the 
provision  of  means  of  payment  is  duly  limited.  The 
amount  of  the  reserve  has  to  be  settled  in  view  of  this 
object. 

We  must  further  notice  that  the  need  of  media  of 
payment  in  the  national  economy  is  by  no  means  constant; 
it  is  subject  to  considerable  variations  from  causes  which 
are  beyond  the  influence  of  the  banks.  In  the  first  place, 
the  demand  greatly  exceeds  its  normal  proportions  at 
certain  times  of  the  year.  At  the  end  of  every  quarter 
large  sums  are  required.  Rents,  salaries,  and  dividends 
of  every  sort  are  then  paid  on  a  very  large  scale.  Currency 
for  these  payments  has  to  be  ready  several  days  in  advance, 
and  it  is  several  days  after  quarter-day  before  the  demand 
for  means  of  payment  returns  to  its  normal  proportions. 
To  a  smaller  extent  there  is  a  similar  rise  in  the  demand 
on  the  last  day  of  every  month,  when  settlements  on  the 
Exchange  are  made.  Autumn  brings  a  demand  for  large 
sums  of  money  in  connection  with  the  harvests.  Then 
there  is  the  cost  of  presents  at  Christmas,  and  of  holidays 
and  travel  at  other  times  of  the  year.  In  the  second  place 
the  demand  for  means  of  payment  is  influenced  by  the 
fluctuations  of  trade.  When  there  is  a  general  boom, 
there  is  an  intensification  of  the  whole  national  economy; 
prices  generally  rise,  and  the  demand  for  money  is  often 
enormously  increased.  Finally,  there  is  a  similar  rise 
in  times  of  crisis.  On  account  of  the  disturbance  sums 
of  money  which  were  expected  do  not  come  in,  or  not 
at  the  right  time,  and,  on  the  other  hand,  means  must 
be  kept  ready  to  meet  unexpected  demands,  such  as  the 
redemption  of  protested  bills.  Everyone  will  in  the 
circumstances  try  to  make  his  supply  of  cash  as  ample 
as  possible.  Thus  in  times  of  crisis  there  is  an  extra¬ 
ordinary  demand  for  money,  a  demand  that  reaches 
enormous  proportions  if  it  is  feared  that  the  banks  will 
presently  refuse  to  make  further  advances.  Another 
general  cause  of  increase  in  the  demand  for  means  of 
11  4 
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payment  is  the  rise  of  prices.  In  this  respect  the  banks 
are  hardly  entirely  passive ;  not  infrequently  they 
have  positively  encouraged  the  rise  of  prices  by  in¬ 
creasing  their  advances  and  thus  causing  an  increase  of 
deposits  and  an  enlargement  of  the  supply  of  media  of 
payment. 

In  all  these  fluctuations  of  the  demand  for  means 
of  payment  it  is  a  great  advantage  that  the  deposits  can 
easily  be  enlarged  by  new  advances,  and  so  they  represent 
a  very  elastic  medium  of  payment.  It  is  neither  possible 
nor  desirable  to  regulate  the  provision  of  means  of 
payment  by  the  terms  of  bank- advances  so  strictly  that 
no  room  is  left  for  independent  fluctuations  of  the 
demand.  But  if  there  is  an  increase  of  deposits  under 
given  terms  of  advance,  there  is,  as  a  rule,  a  corresponding, 
although,  perhaps,  not  strictly  proportional,  increase  of 
the  demand  for  circulating  money.  The  bank  reserves 
must  find  the  material  needed  to  meet  this  demand. 

There  must  therefore  be  in  the  national  economy  a 
reservoir  of  ready-money  out  of  which  business  can  draw 
enough  to  cover  its  occasional  supernormal  demand  for 
circulating  money,  and  to  which  the  money  can  return 
when  the  demand  abates.  This  purpose  is  served  by 
the  totality  of  the  bank  reserves.  With  this  object  it  is 
necessary,  in  normal  conditions,  for  the  reserve  to  have 
a  minimum  figure,  defined  by  the  amount  by  which  the 
maximum  demand  of  business  for  ready-money  exceeds 
the  normal.  This  difference  depends,  of  course,  upon 
the  regulation  of  the  total  provision  of  media  of  payment 
on  the  part  of  the  banks,  and  it  can  be  reduced  to  a 
certain  minimum  by  a  due  strictness  in  this  regulation. 

The  margin  within  which  the  amount  of  circulating 
money  fluctuates  naturally  grows  broader  in  proportion 
to  the  amount  of  money  itself,  and  the  normal  reserve 
must  therefore  be  taken  as  a  certain  proportion  of  the 
amount  of  money  normally  in  circulation.  And  as  this 
amount  in  turn  has,  at  a  given  time,  a  definite  ratio  to 
the  total  amount  of  deposits,  the  normal  reserve,  which 
has  to  be  kept  for  the  purpose  of  cashing  the  deposits, 
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may  also  be  expressed  as  a  proportion  of  the  entire  amount 
of  the  deposits.  We  must  note  that  this  ratio  is  smaller 
in  proportion  as  the  deposits  gain  upon  money  as  media 
of  payment,  so  that  a  national  economy  with  a  highly 
developed  deposit- business  and  a  relatively  small  money 
circulation  can  manage  with  a  comparatively  small 
amount  of  cash  to  cover  the  deposits;  as  English 
experience  shows. 

The  means  by  which  the  banks  succeed  in  protecting 
their  reserve  and  thereby  securing  a  certain  stringency 
of  the  supply  of  media  of  payment  is,  as  follows  from  the 
preceding,  to  restrict  the  advances  by  which  new  deposits 
are  created.  To-day,  however,  no  large  bank,  at  least 
no  central  bank,  will  make  advances  up  to  a  certain  limit, 
and  then  suddenly  refuse  its  customers  any  further 
accommodation.  The  necessary  restriction  is  rather 
achieved  by  making  more  stringent  the  terms  of  dis¬ 
counting,  loans,  etc. 

Hence  the  real  regulation  of  the  creation  of  new 
means  of  payment  in  the  form  of  deposits  is  not  done  by 
fixing  a  rigid  limit  of  the  amount  to  be  advanced,  but  by 
controlling  the  terms  on  which  the  banks  will  make 
advances.  How  these  conditions  work  we  will  consider 
later  (§§  47-49).  Here  we  have  merely  to  note  the 
fact  that  the  terms  of  advances  by  the  banks  are  the 
means  by  which  the  requisite  limitation  of  the  deposits;, 
and  thus  of  the  entire  provision  of  means  of  payment,  is 
secured. 

The  mechanism  by  which  the  supply  of  media  of 
payment  in  a  national  economy  is  regulated  is  as  follows : 
By  means  of  their  terms  for  advances  the  banks  generally 
control  the  total  demand  for  media  of  payment,  while 
leaving  a  margin  for  the  independent  fluctuations  of 
this  demand.  The  demand  for  media  of  payment  is 
distributed  in  a  certain  ratio  (subject  to  small  fluctua¬ 
tions)  between  money  and  deposits.  Thus  the  amount  of 
money  in  circulation  as  well  as  of  the  deposits  is  deter¬ 
mined,  within  certain  limits  of  fluctuation,  by  the  terms 
of  accommodation.  The  demand  for  money  within  these 
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limits  is  met  by  the  store  of  money  in  the  banks.  The 
terms  must  be  settled  in  such  a  way  that  the  reserve  will 
always  be  able  to  discharge  this  function.  For  this  purpose 
the  regulation  of  the  supply  of  deposits  to  business  must 
on  the  whole  be  so  conceived  that  cash-payment  of  the 
deposits  will  not  be  asked  as  a  rule.  This  is  the  only 
way  to  maintain  cash-payments  over  a  long  period. 

Hence  by  means  of  the  terms  on  which  they  will 
make  advances  the  banks  can  impose  certain  restrictions  on 
deposits,  which  seems  at  first  a  medium  of  payment  that 
may  be  multiplied  indefinitely,  and  so  put  it  roughly 
on  a  par  with  money.  If  the  regulation  is  strict  enough, 
and  an  adequate  supply  of  cash  is  retained,  it  is  always 
possible  to  meet  the  demands  of  business  for  cash,  and 
thus  put  the  deposits  absolutely  on  a  par  with  money. 

In  a  modern  economy,  therefore,  the  due  restriction 
of  the  deposits,  and  consequently  of  the  entire  provision 
of  means  of  payment,  is  in  the  hands  of  the  banking 
authorities.  The  guarantee  that  the  banks  will  discharge 
this  function  lies  in  the  fact  that  it  is  the  only  way  in 
which  they  can  meet  their  liabilities  to  pay  cash  for 
deposits  on  demand. 

It  might  be  expected  that  a  function  of  such  great 
importance  to  the  community  would  be  subject  to  State- 
regulation.  But  against  any  legal  regulation  of  the 
reserve,  any  attempt  to  fix  a  minimum  ratio  between 
reserves  and  deposits,  is  the  circumstance  that  reserves 
fixed  in  this  way  would  be  sealed  even  in  the  case  of  an 
extraordinary  demand,  and  would  consequently  be  pre¬ 
vented  from  discharging  their  proper  function.  Such 
regulation  has  generally  been  avoided. 

§  45.  Bank-Notes. 

The  bank-note  is  an  authorisation  of  a  bank  to  draw 
upon  itself  for  a  round  sum,  payable  to  bearer  at  any  time. 
Such  notes  serve  as  means  of  payment  like  deposits,  but 
they  do  so  in  rather  a  different  way.  In  payment  by 
bank-note  a  money-claim  upon  a  bank  is  directly  made 
over  to  the  payee,  whereas  in  the  case  of  deposits  the 
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transaction  requires  a  cheque.  In  reality  the  process  is  the 
same  in  both  cases.  But  the  bank-note,  which  in  itself 
is  the  certificate  of  a  money-claim,  is  clearly  much  nearer 
to  money  as  a  means  of  payment  than  a  deposit  is.  The 
bank-note  can,  like  coin,  make  any  number  of  purchases 
in  succession,  whereas  payments  by  the  transfer  of 
deposits  require  the  writing  of  a  fresh  cheque  every  time. 

Further,  the  bank-note,  particularly  if  it  has  been 
issued  by  a  large  central  bank,  has  a  greater  and  more 
widely  recognised  security  than  a  cheque.  The  security 
of  a  cheque  does  not  depend  merely  upon  the  bank  on 
which  it  is  drawn,  but  mainly  upon  the  drawer.  Only 
a  person  to  whom  he  is  known  can  take  a  cheque  as  pay¬ 
ment,  whereas  anybody  who  has  confidence  in  the 
bank  can  accept  a  bank-note.  Hence  in  the  physical 
sense  the  bank-note  can  circulate  just  in  the  same  way 
as  coin.  In  this  respect  the  cheque  is  far  inferior  to  the 
bank-note.  Bank-notes  also  approach  coin  in  the  fact  that 
they  have  a  rounded-off  face  value,  and  can  therefore, 
if  there  are  notes  of  suitable  denominations,  conveniently 
be  used  for  the  payment  of  any  sum  of  money.  It  is, 
as  we  have  seen,  these  two  qualities,  generally  recognised 
value  and  rounded-off  face  value,  which  distinguished 
minted  currency  from  raw  metal  as  means  of  payment, 
and  make  them  money.  It  is  the  same  qualities  which 
enable  bank-notes  to  discharge  the  special  currency- 
functions  of  cash. 

If  the  bank-note  is  the  issue  of  a  solid  bank,  it  is 
readily  accepted  in  payment  by  everybody,  and  is  there¬ 
fore  on  exactly  the  same  footing  as  money  as  a  general 
medium  of  exchange  and  payment.  It  is  a  universally 
recognised  principle  of  law  that  a  liability  has  been  dis¬ 
charged  when  there  has  been  payment  in  bank-notes. 
The  notes  of  the  central  banks  are  even  recognised  as 
legal  tender;  at  least  in  England,  France,  and  Sweden, 
and  since  1910  in  Germany.  On  this  account  the  bank¬ 
note  approaches  so  close  to  the  idea  of  money  that  the 
general  public  regard  it  as  money.  The  only  thing  that 
prevents  us  from  recognising  it  to  be  money  is  the  fact 
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that  the  bank-note  is  not  a  real  commodity,  but  merely  a 
certificate  of  a  claim. 

The  moment  the  bank  is  relieved  of  its  liability  to 
redeem  its  notes  in  gold  the  bank-notes  become  real 
money.  A  country  then  has  a  paper- money  system;  the 
inconvertible  notes  which  are  recognised  in  it  as  legal 
tender  have  a  “  forced  currency.”  These  bank-notes 
no  longer  represent  money- claims,  but  are  themselves 
money;  though  we  must  notice  that,  as  long  as  there  is 
any  prospect  of  returning  to  cash-payments,  the  notes 
in  a  sense  retain  the  latent  character  of  money-claims. 

The  fact  that  convertible  bank-notes  are  merely 
money- claims,  and  not  money,  does  not  in  practice  curtail 
the  use  of  notes  of  the  central  banks  which  are  made 
legal  tender.  Experience  shows  that  on  account  of  their 
convenience  the  notes  will  still  be  preferred  by  the  public, 
and  will  tend  to  displace  coin  as  media  of  payment. 
Where  this  substitution  was  regarded  as  undesirable,  it 
was  found  necessary  to  avoid  making  the  notes  too  small. 
The  Bank  of  England,  for  instance,  would  not  issue  notes 
of  less  than  five  pounds  sterling.  The  German  Reichs- 
bank,  which  used  to  issue  no  notes  of  less  face  value  than 
a  hundred  marks,  received  in  1906  the  right  to  issue 
fifty-mark  and  twenty-mark  notes,  so  as  to  enable  the 
bank  to  attract  a  sum  of  money  corresponding  to  this  issue 
of  notes,  or  at  least  to  meet  in  part  with  these  notes  an 
increasing  demand  for  circulating  money.  In  Sweden, 
where  the  National  Bank  issues  five- crown  notes,  there  is 
no  gold  in  circulation;  the  whole  supply  of  bullion  is 
kept  in  the  National  Bank. 

Hence  bank-notes  meet  the  demand  for  cash  just  as 
well  as  money.  In  this  respect  the  position  of  the  bank¬ 
note  is  somewhat  different  from  that  of  deposits.  Deposits 
replace  a  private  store  of  cash  to  a  certain  extent.  Bank¬ 
notes  replace  coin  in  the  private  cash-supply  which  is  still 
necessary.  Thus  the  bank-note  is  suitable  for  meeting 
the  demand  for  money  that  still  remains  when  the  cheque- 
system  has  been  developed,  at  least  as  regards  payments 
of  fairly  large  amounts.  How  far  the  bank-notes  displace 


NOTES  AND  COIN  397 

coinage  depends  mainly,  as  we  said,  upon  the  amounts  for 
which  they  are  issued.  When  notes  of  the  value  of  the 
smallest  gold  coins  are  issued  in  sufficient  numbers,  the 
entire  circulation  of  current  coin  may  be  replaced  by 
them,  and  only  token  coins  be  left  in  circulation  with  the 
notes. 

This  liability  of  money  to  be  displaced  by  notes  is 
especially  important  when  it  becomes  necessary  to  deal 
with  fluctuations  of  the  demand  for  currency.  Accord¬ 
ing  to  what  we  said  in  the  previous  section,  an  increasing 
demand  for  circulating  money  looks  to  the  reserves  in 
the  banks,  and  in  the  last  resort  to  the  central  bank.  This 
demand  may  be  met  by  a  larger  issue  of  notes,  at  least 
to  the  extent  to  which  notes  have  a  share  in  the  regular 
circulation.  As  a  rule,  in  fact,  the  relative  share  of  notes 
in  the  circulation  rises  when  there  is  a  strong  demand  for 
money,  so  that  the  abnormal  demand  may  be  met  to  a 
still  greater  extent  by  the  issue  of  notes.  In  this  way  the 
right  to  issue  notes  enables  the  central  bank  more  or  less 
to  be  independent  of  the  reserve  which  it  must  hold 
against  its  deposits. 

As  long  as  bank-notes  displace  money  in  the  circula¬ 
tion,  either  owing  to  the  issue  of  notes  of  smaller  de¬ 
nominations  or  because  of  changes  in  the  habits  of  the 
public,  the  amount  of  notes  may  be  increased  without 
any  increase  of  the  total  provision  of  means  of  payment. 
But  when  this  displacement  comes  to  an  end,  and  the 
money  assumes  a,  on  the  whole,  definite  comparative 
share  in  the  circulation,  every  further  increase  of  the 
notes  must  provoke  a  corresponding  relative  increase  of 
the  demands  of  home  commerce  for  coin.  The  effect 
of  an  increased  issue  of  notes  is  then  the  same  as  that  of 
a  fresh  creation  of  deposits. 

As  a  fact,  notes  and  deposits  together  form  a  group  of 
media  of  payment  which  we  may  properly  call  “bank 
media  of  payment,”  the  common  feature  of  which  is  that 
they  are  created  by  the  banks  and  supplied  to  the  public, 
and  that  the  requisite  quantitative  limitation  of  them  is 
due  to  the  same  factors.  This  limitation  is  necessitated, 
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as  we  saw  in  the  case  of  deposits,  by  the  fact  that  any  dis¬ 
proportionate  creation  of  bank  media  of  payment  pro¬ 
vokes  demands  for  cash  which  look  to  the  bank-reserves, 
and  they  can  only  be  kept  off,  in  a  general  and  permanent 
way,  by  moderation  in  the  creation  of  bank  media  of 
payment. 

However,  in  a  country  where  notes  have  a  compara¬ 
tively  large  part  in  the  circulation,  these  demands  are 
relatively  small,  and  practically  they  disappear  altogether 
when  notes  have  entirely  expelled  coin  from  the  circula¬ 
tion.  In  a  self-contained  economy,  to  which  we  here 
confine  our  attention,  an  unlimited  multiplication  of  bank 
media  of  payment  would  lead  certainly  to  an  increased 
demand  for  token  coin,  but  would  not  be  checked  by  a 
demand  for  standard  money.  Under  a  gold  standard, 
however,  there  is  always  a  demand  for  gold  for  non¬ 
monetary  uses,  and  this  demand  will,  as  a  general  rule, 
rise  proportionately  with  every  increase  of  the  supply  of 
means  of  payment,  and  look  to  the  bank  reserve,  which  will 
check  the  multiplication  of  means  of  payment  ( cj .  §  50). 

There  is,  moreover,  a  possibility  of  a  continuous  mul¬ 
tiplication  of  means  of  payment  only  as  long  as  confidence 
in  the  bank’s  capacity  to  cash  its  notes  and  deposits  is  un¬ 
disturbed.  We  find,  therefore,  that  a  minimum  reserve 
is  always  held  against  the  bank  media  of  payment,  and 
that  this  is  not  at  any  time  brought  into  use;  indeed,  as 
recent  experience  has  shown,  it  is  attempted  to  protect 
the  reserve  in  emergencies  by  relieving  the  central  bank 
of  its  liability  to  pay  in  cash. 

For  the  rest,  the  object  of  the  reserve  is,  as  we  said 
in  connection  with  the  question  of  the  limitation  of 
deposits,  to  provide  a  fund  for  meeting  these  periodic 
increases  of  the  business  demand  for  money  which  occur 
in  every  economy.  Hence  the  store  of  cash  at  the  central 
bank  is  not  chiefly  used  (as  far  as  home  trade  is  concerned) 
for  the  redemption  of  notes  or  other  liabilities  that  fall 
due  daily,  as  is  often  supposed,  but  to  facilitate  the  ex¬ 
tension  of  these  liabilities  and  thus  to  meet  all  legitimate 
demands  of  a  growing  commerce  for  means  of  payment. 
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The  means  by  which  the  circulation  of  notes  and  the 
deposits  are  kept  within  certain  limits  are  the  terms  on 
which  the  bank  media  of  payment  are  offered  to  the  public. 
As  the  bank  can,  generally  speaking,  only  supply  its 
customers  with  media  of  payment,  but  has  no  influence 
on  the  kind  of  media  of  payment  which  the  customers 
require,  the  terms  are,  naturally,  the  same  for  both  media, 
and  must,  therefore,  be  considered  together  in  what 
follows. 

In  view  of  the  great  importance  of  a  circulation  of 
notes  to  every  stratum  of  the  population  and  that  re¬ 
semblance  of  bank-notes  to  money  which  seduces  the 
average  politician,  we  quite  understand  how  it  is  that 
legislation  mainly  concerns  itself  with  regulating  the  issue 
of  notes  and  has  frequently  laid  down  very  special  rules 
to  restrict  this,  whereas  there  has  generally,  as  we  said 
above,  been  no  corresponding  regulation  of  deposits.  We 
must  bear  in  mind  that  legislation  can  only  control  the 
right  to  issue  notes,  not  their  actual  circulation,  which  it 
remains  for  the  bank  itself  to  regulate  in  accordance  with 
the  economic  situation  at  the  time.  We  shall  now  see 
that  in  these  efforts  legislation  has  not  succeeded  in  the 
economic  field,  as  so  often  happens,  in  reaching  the 
direct  realities  of  life. 

For  the  purpose  of  regulating  the  issue  of  notes  either 
the  maximum  amount  of  notes  in  circulation  was  fixed, 
as  in  France,  or  this  amount  was  fixed  in  a  certain  ratio 
to  the  reserves,  as  in  most  other  countries.  In  the  latter 
case  there  are  two  chief  methods  to  be  considered. 

The  first  method,  which  was  first  used  for  the  regula¬ 
tion  of  the  issue  of  notes  by  the  Bank  of  England,  con¬ 
sists  in  assigning  the  amount  or  “  contingent  ”  of  the  issue 
of  notes  not  covered  by  the  reserve,  or  in  fixing  a  maxi¬ 
mum  amount  by  which  the  circulation  of  notes  may 
exceed  the  cash-reserve.  The  principle  of  this  is  that  a 
certain  minimum  of  notes  must  always  remain  in  circula¬ 
tion,  as  business  cannot  do  without  the  notes,  and  that  a 
sufficient  reserve  must  be  kept  to  redeem  the  other  notes. 
When  the  issue  of  notes  is  regulated  in  this  way,  the  right 
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to  issue  notes  grows  only  in  the  same  proportion  as  the 
supply  of  cash.  The  elasticity  which  the  issue  of  notes 
is  supposed  to  give  to  the  entire  supply  of  media  of  pay¬ 
ment  is  thus  very  restricted,  and  it  only  exists  in  so  far 
as  the  right  to  issue  notes  is  not  exercised  in  full.  The 
great  disadvantage  of  the  method,  that  it  does  not  give 
the  necessary  elasticity  of  an  issue  of  notes  in  times  of 
crisis,  has  been  met  in  England  simply  by  suspending  the 
relevant  provision  of  the  Bank  Acts  in  case  of  need. 
German  currency  legislation,  which  took  over  the 
principle  of  contingents  from  the  English,  has  secured  a 
regular  elasticity  of  the  note-circulation  by — apart  from 
the  raising  of  the  contingent  at  quarter  days,  introduced 
in  1909 — allowing  transgressions  of  the  contingent  on 
payment  of  a  tax  to  the  amount  of  the  tiansgression. 
This  tax,  which  might  be  a  consideration  for  a  private 
bank,  can  hardly  influence  the  Reichsbank  in  its  policy 
of  issuing  notes.  Hence  for  the  Reichsbank  assigning  a 
contingent  is  scarcely  a  restriction  of  its  issue  of  notes.* 
The  second  method  of  legally  regulating  the  issue  of 
notes  in  proportion  to  the  reserve  consists  in  fixing  a 
certain  covering  percentage.  This  method  also  has  been 
adopted  in  German  currency  legislation:  the  circulation 
of  notes  must  be  covered  by  cash  to  the  extent  of  at  least 
a  third.  In  the  English  note-banks  this  amount  of 
covering  was  long  regarded  as  the  correct  proportion 
dictated  by  practical  experience.  The  reserve  fixed  on 
this  basis  is  clearly  for  use  in  bad  times,  either  for  redeem¬ 
ing  the  notes  or  for  increasing  the  issue  of  notes  beyond 
the  normal  ratio  of  covering.  But  when  legislation  fixes 
this  ratio  of  covering,  it  ceases  to  be  a  practicable  rule 
for  the  restriction  of  the  issue  of  notes.  If,  that  is  to  say, 
the  State  fixes  the  normal  ratio  of  issue  of  notes  and 
reserve,  the  bank  is  cut  off  from  the  disposal  of  the  reserve 
at  the  very  moment  when  it  ought  to  be  of  practical  use. 

*  See  the  remarks  on  this  in  the  memorial  publication  of  the  Reichs¬ 
bank  ( Die  Reichsbank  1870-1900,  p.  2x9),  where  it  is  said  that  “  the 
Reichsbank  has  never  allowed  itself  to  be  mechanically  influenced  by  the 
intentions  of  this  system  in  its  discounting  policy.” 
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And  if  legislation  chooses  a  lower  covering  percentage 
than  what  may  be  regarded  as  normal,  it  clearly  affords 
no  guarantee  of  sufficient  covering  in  normal  times,  yet, 
perhaps,  puts  a  certain  obstacle  in  the  way  of  using  the 
reserve  in  time  of  need.  In  any  case,  the  one-third 
covering  rule  is  not  the  guiding  principle  of  the  Reichs- 
bank  in  its  issue  of  notes  in  normal  times,  as  the  Bank’s 
actual  covering  of  the  notes  is  usually  somewhere  about 
two-thirds. 

Thus  we  see  that  the  direct  limitation  of  the  issue 
of  notes  in  no  case  lies  in  legislative  rules  as  to  the  cash¬ 
covering.  The  bank  will  always  endeavour  to  have  a 
different  and  better  covering  ratio,  and  will  take  into 
account  the  necessity  of  being  able  to  meet  the  require¬ 
ments  of  the  law  in  all  circumstances  without  allowing 
itself  to  be  directed  entirely  from  that  point  of  view. 
Still,  there  is  no  direct  and  effective  means  of  regulating 
the  circulation  of  notes  even  in  these  efforts  of  the  bank. 
No  bank  will  issue  notes  up  to  a  certain  sum  and  then 
refuse  to  meet  further  demands.  The  real  restriction 
of  the  circulation  of  notes  lies  always  in  the  concrete 
terms  on  which  the  notes  are  offered  to  business. 

In  this  respect,  therefore,  the  notes  resemble  deposits. 

§  46.  The  Reflux  of  the  Bank  Media  of  Payment. 

Our  studies  so  far  have  shown  that  the  supply  of 
commerce  with  bank  media  of  payment  is  in  the  main 
simply  regulated  by  the  terms  on  which  they  are  offered. 
The  redemption  of  these  media  of  payment  in  money  is 
important  only  as  regards  the  adjustment  of  the  very 
small  fluctuations  of  the  value  of  bank  media  of  pay¬ 
ment  relatively  to  money  which  remain  possible  under 
a  sound  system  of  banking.  Experience  shows  that  it  is 
possible  for  the  banks  to  give  their  media  of  payment  a 
definite  value  without  using  any  other  means  than  the 
aforesaid  terms.  From  this  we  may  conclude  that  it 
must  be  possible  substantially  to  maintain  the  same 
stability  of  the  price-scale  when  the  liability  to  redeem 
disappears.  In  point  of  fact,  the  provision  of  means  of 
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payment  in  a  country  where  bank-notes  with  forced 
currency  are  the  basis  of  the  system  of  payment  is  not 
regulated  in  any  other  way. 

Under  a  gold  standard  we  must  further  note  that, 
assuming  there  is  a  certain  quantity  of  gold,  the  entire 
provision  of  media  of  payment  is  exclusively  regulated 
by  the  terms  on  which  the  banks  offer  such  media.  To 
meet  its  requirements  in  gold  coins  commerce  looks  to  the 
cash-stores  at  the  banks.  The  terms  which  the  banks 
fix  for  their  supply  of  means  of  payment  determine,  when 
there  is  a  given  amount  of  gold,  the  amount  supplied  to 
commerce,  not  only  of  bank  media  of  payment,  but  also 
of  gold  coins,  and  therefore  the  entire  provision  of  means 
of  payment,  or,  if  you  like,  the  extent  to  which  the 
existing  supply  of  gold  shall  be  used  for  purposes  of 
payment. 

In  these  circumstances  the  study  of  the  regulation  of 
the  supply  of  media  of  payment  by  the  aforesaid  terms 
must  clearly  occupy  a  central  position  in  the  theory  of 
money.  In  this  study  we  must  assume  that  there  is  no 
redemption  of  the  bank  media  of  payment,  and  we  may 
therefore,  for  the  sake  of  clearness,  consider  a  national 
economy  in  which  there  is  no  circulation  of  money,  but 
only  of  bank  media  of  payment. 

In  regard  to  the  terms  of  the  provision  of  means  of 
payment  by  the  banks,  it  is  in  the  first  place  important 
that  both  the  bank-notes  and  deposits,  if  they  are  not 
simply  issued  against  cash  or  liabilities  that  fall  due, 
must  always  reach  the  public  in  the  shape  of  advances 
by  the  banks.  This  is  important  in  connection  with  the 
restriction  of  the  provision  of  means  of  payment  mainly 
from  three  different  points  of  view.  First,  because  it 
brings  about  a  regular  reflux  of  the  bank  media  of  payment ; 
secondly,  because  the  covering  of  the  bank  media  of  pay¬ 
ment  is  effected  by  the  selection  of  the  securities  for  the 
advances;  thirdly,  because  the  interest  that  is  charged  for 
the  advances  restricts  the  demand  for  them  and  thus 
indirectly  restricts  the  supply  of  means  of  payment.  We 
will  consider  these  three  points  of  view  in  successive 
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sections,  and  will  begin  here  with  the  question  of  the 
reflux  of  the  bank  media  of  payment. 

The  amount  of  outstanding  bank  media  of  payment 
may  be  reduced  by  the  public  exchanging  its  at-sight 
claims  on  the  banks  for  long-period  claims,  which  means 
a  growth  of  the  foreign  capital  entrusted  to  the  banks  for 
a  long  time,  or  by  the  banks  increasing  their  own  capital. 
Even  the  revenue  of  the  banks  in  the  form  of  interest 
etc.,  represents  a  reflux  of  bank  media  of  payment,  though 
this  is  generally  counterbalanced  by  the  withdrawals  and 
bank-dividends.  We  will  ignore  these  payments  in  and 
out,  as,  on  this  assumption,  they  balance  each  other.  We 
further  assume  that  the  active  business  of  the  banks 
consists  entirely  in  making  short-term  advances.  The 
regular  reflux  of  the  bank  media  of  payment  to  the  banks 
is  then  secured  by  the  fact  that  these  means  reach  the 
public  in  the  form  of  advances  which  must  be  repaid 
when  the  time  comes.  Clearly,  in  the  circumstances  we 
suppose,  the  amount  of  bank  media  of  payment  returning 
daily  is  equal  to  the  amount  of  the  advances  which  fall 
due  for  payment  daily. 

In  order  to  make  still  clearer  the  regulation  of  the 
bank  media  of  payment  by  the  terms  of  accommodation, 
we  will  for  the  moment  consider  a  state  of  things  in  which 
the  sum  of  outstanding  loans  and  also  of  the  bank  media 
of  payment  remains  constant. 

We  may  then  at  once  define  the  reflux-rapidity  of  the 
bank  media  of  payment  as  the  ratio  of  the  daily  reflux 
to  the  total  sum  of  outstanding  bank  media.  If,  for 
instance,  -g\y  of  the  whole  outstanding  bank  media  of  pay¬ 
ment  returns  daily  to  the  banks,  the  reflux-rapidity  is 
The  average  circulation-period  of  the  bank  media  of 
payment  is  clearly  the  reciprocal  value  of  this  reflux- 
rapidity,  and  therefore  in  the  above  example  equal  to 
thirty  days. 

Similarly,  we  may  define  the  liquidity  of  the  assets  as 
the  ratio  of  the  sum  of  the  advances  which  fall  due 
for  repayment  daily  to  the  sum  of  the  advances  made. 
If  of  the  loans  are  repayable  daily,  the  liquidity  is  equal 
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to  ^y.  The  average  period  for  the  advances  to  run  is  the 
reciprocal  value  of  the  liquidity,  and  is  therefore  in  the 
above  example  equal  to  sixty  days. 

As  the  absolute  daily  reflux  of  the  bank  media  of 
payment  must  be  equal  to  the  sum  of  advances  falling  due 
for  repayment  daily,  it  is  clear  that  in  the  above  figures 
the  total  amount  of  the  advances  is  twice  as  great  as  the 
amount  of  outstanding  bank  media  of  payment.  In 
general  the  reflux-rapidity  of  the  bank  media  must  be 
equal  to  the  liquidity  of  the  advances  multiplied  by  the 
ratio  of  the  sum  of  the  advances  to  the  sum  of  the  bank 
media  of  payment.  As,  further,  the  sum  of  the  advances 
represents  the  assets  of  the  banks,  and  is  therefore  equal 
to  the  sum  of  their  liabilities  (including  under  that  head 
their  own  capital),  this  latter  proportion  is  equal  to  the 
ratio  of  the  total  amount  of  liabilities  to  the  total  amount 
of  bank  media  of  payment,  and  therefore  equal  to  the 
proportion  of  the  total  liabilities  to  the  liabilities  which 
are  due  for  repayment  at  sight.  Hence  the  reflux- 
rapidity  of  the  bank  media  of  payment  is  equal  to  the 
liquidity  of  the  advances  multiplied  by  the  ratio  of  the 
total  liabilities  to  the  liabilities  which  are  payable  on 
demand.  The  greater  the  liquidity  of  the  advances  and 
the  smaller  the  proportion  which  the  liabilities  payable 
on  demand  bear  to  the  entire  liabilities,  the  greater  is 
the  reflux-rapidity  of  the  bank  media  of  payment. 

In  order  to  make  this  clearer  by  a  simple  example, 
let  us  suppose  that  the  liabilities  payable  on  demand 
represent  ^  of  the  whole  liabilities,  and  that  the  liquidity 
of  the  advances  is  ^y,  or,  in  other  words,  that  the  average 
period  of  advances  which  are  outstanding  is  ninety  days. 
If  advances  with  a  ninety-days  term  to  the  amount  of  a 
million  pounds  are  granted  every  day,  and  paid  out  in  bank 
media  of  payment,  the  total  sum  of  advances  outstanding 
at  one  time  is  clearly  ninety  million  pounds,  and  the  total 
of  the  bank  media  of  payment  is  this  amount,  or 
eighteen  million  pounds.  And  since,  on  the  conditions 
assumed,  advances  to  the  amount  of  a  million  pounds  are 
repayable  daily,  and  are  paid  in  bank  media  of  payment, 
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the  daily  reflux  of  such  media  must  amount  to  a  million 
pounds,  or  ^  of  the  entire  sum  of  outstanding  bank 
media.  The  reflux-rapidity  is  therefore  equal  to  -j^, 
and  the  average  time  of  circulation  of  the  bank  media 
equal  to  eighteen  days.  Hence  the  bank  media  return 
to  the  bank  every  eighteenth  day  in  the  form  of  payment 
of  the  advances  which  fall  due,  and  are  at  once  used  for 
further  advances.  This  is  repeated  five  times  in  the 
period  of  ninety  days,  which  corresponds  to  the  period 
the  advances  are  outstanding. 

A  high  degree  of  liquidity  is  important  in  so  far  as 
it  enables  the  banks  to  adjust  their  advances  quickly  to 
the  alterations  of  the  solvency  of  their  customers,  or 
of  the  condition  of  various  branches  of  trade  and  the 
quality  of  the  securities  offered,  and  so  wipe  out  bad 
debts  as  speedily  as  possible  and  thus  keep  their  assets 
at  the  highest  possible  level. 

Moreover,  a  high  liquidity  of  the  assets  in  conjunc¬ 
tion  with  a  comparative  restriction  of  the  liabilities 
payable  on  demand  relatively  to  the  whole  of  the 
liabilities  helps,  as  we  have  shown,  to  maintain  the 
greatest  possible  reflux-rapidity  of  the  bank  media  of 
payment.  The  reflux-rapidity  is  most  important  in 
connection  with  the  proper  supply  of  the  community 
with  media  of  payment  and  therefore  with  the  main¬ 
tenance  of  a  stable  monetary  system.  Here  we  have, 
especially,  two  points  of  view  to  consider. 

In  the  first  place  it  is  essential  to  a  sound  provision 
of  media  of  payment  that  the  total  amount  of  such 
media  shall  be  reduced  automatically,  and  as  speedily  as 
possible,  when  there  is  a  fall  in  the  demand.  We  are 
aware  that  this  demand  is  in  a  modern  economy  subject 
to  considerable  fluctuations — at  different  seasons,  for 
instance.  The  increase  of  the  demand  that  occurs 
occasionally  must  be  fully  met  by  the  banks.  But  the 
media  of  payment  thus  created  must  be  withdrawn  as 
quickly  as  possible  when  the  demand  abates.  If  this  is 
not  done,  there  will  be  a  state  of  things  in  which  the 
supply  of  outstanding  media  of  payment  exceeds  the 
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actual  demand.  And  any  such  undue  extension  of 
the  community’s  supply  of  media  of  payment  always 
tends  to  lower  the  value  of  the  standard-unit,  and  is 
therefore  to  be  avoided  as  much  as  possible. 

In  the  second  place,  it  is  clear  that  the  regulation  of 
the  supply  of  media  of  payment  by  the  terms  on  which 
the  banks  make  advances  is  effective  to  the  extent  to 
which  changes  in  these  terms  quickly  obtain  general 
applicability.  If  advances  are  made  for  thirty  days,  it 
will  clearly  be  thirty  days  before  any  change  of  the  terms 
can  be  enforced  for  the  whole  of  the  advances.  If  the 
advances  were  made  for  three  months,  the  corresponding 
period  will,  of  course,  be  three  times  as  long,  which 
would,  clearly,  much  reduce  the  influence  of  the  banks 
upon  the  market.  The  banks  have  at  all  times  to  keep  in 
their  own  hands  the  provision  of  the  community  with 
means  of  payment,  and  they  must  consequently  have 
adequate  opportunities  for  the  firmest  possible  action 
upon  the  community’s  supply  of  means  of  payment  by 
the  contraction  of  their  advances.  This  can  only  be 
done  by  making  more  severe  the  terms  on  which  they 
will  grant  new  advances.  This  hardening  of  the  terms, 
however,  has  a  sufficient  influence  on  the  supply  of  means 
of  payment  only  if  a  comparatively  large  part  of  the 
outstanding  advances  is  due  daily,  and  if,  further,  the 
total  amount  of  the  advances  is  large  in  proportion  to 
the  total  amount  of  bank  media  of  payment — in  a  word, 
if  the  reflux-rapidity  of  the  bank  media  of  payment  is 
high. 

§  47.  The  Covering  of  the  Bank  Media  of  Payment. 

The  advances  by  means  of  which  the  bank  media  of 
payment  are  put  into  circulation  are,  of  course,  as  a 
rule  only  made  against  securities.  As  the  maintenance 
of  the  requisite  liquidity  of  the  assets  of  the  bank 
makes  it  necessary  to  make  advances  only  for  short  terms, 
it  is  only  temporary  demands  for  capital  that  can  be  met 
by  these  advances,  not  the  general  demand  for  permanent 
capital-resources.  In  ordinary  banking  business,  as  a 
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rule,  the  banks  do  not  care  to  lend  their  means  for  more 
than  three  months.  This  restriction  of  the  kind  of 
demand  for  capital  that  map  be  met  by  the  issue  of 
bank  media  of  payment  naturally  involves  also  a  certain 
stringency  of  the  supply  of  means  of  payment  in  the 
community. 

The  assets  which  fall  under  consideration  in  these 
circumstances  for  covering  the  bank  media  are  mainly 
trade  bills  and  loans  against  securities. 

The  bill  of  exchange  in  its  various  forms  is,  from  the 
economic  point  of  view,  a  promise  on  the  part  of  a  pur¬ 
chaser  of  a  commodity  to  pay  a  certain  sum  of  money, 
the  price  of  the  commodity,  after  a  certain  date. 

The  commodity  is  undoubtedly  paid  for  provisionally 
by  the  bill.  For  the  moment,  therefore,  the  bill  serves 
as  a  medium  of  payment;  the  possibility  of  paying  with 
bills  raises  for  the  time  being  the  purchasing  power  of  the 
buyer.  But  a  promise  to  pay  is  of  itself  not  a  real 
substitute  for  a  medium  of  payment.  If  the  vendor 
keeps  the  bill  until  it  falls  due,  and  the  bill  is  then  paid, 
the  eventual  payment  will  be  made  in  the  ordinary 
currency.  The  bill  therefore  merely  postpones  the 
payment,  and  does  not  make  it  superfluous.  In  this  case 
the  use  of  bills  does  not  reduce  the  demand  for  media 
of  payment.  The  same  must  be  said  also  when  the 
vendor  of  the  commodity  does  not  keep  the  bill  himself, 
but  sells  it  to  his  bank  or  hands  it  to  the  bank  for 
encashment. 

But  the  bill  can  serve  as  a  real  medium  of  payment 
when  it  is,  after  being  endorsed,  handed  on  to  other 
persons  as  payment.  In  earlier  times  this  use  of  bills 
was  general,  and  there  were  often  bills  in  circulation  with 
a  whole  series  of  endorsements.  As  a  rule  home  bills 
now  serve  only  for  a  single  payment.  If  they  are  not 
retained  by  the  person  to  whom  payment  is  due  they  are 
sold  as  money- claims,  not  used  as  media  of  payment. 
We  shall  take  up  the  question  of  payment  in  foreign 
bills  in  a  later  chapter.  Here,  where  we  have  to  expound 
theoretically  the  home  provision  of  means  of  payment  of 
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a  national  economy,  we  pass  over  the  use  of  the  bill  as  a 
medium  of  payment,  and  assume  that  it  merely  serves 
the  purpose  of  payment  when  it  is  made  out,  and  is  then 
only  bought  and  sold  as  a  money- claim. 

What  makes  the  bill  less  suitable  as  a  medium  of 
payment  is,  chiefly,  that  it  is  not  payable  at  sight,  but 
after  a  certain  period  of  time.  In  this  the  bill  differs 
materially  from  bank-deposits  and  bank-notes;  these  also 
are  money-claims,  but  they  are  payable  on  demand. 
This  disadvantage  of  the  bill  has  led  to  its  being  ex¬ 
changed  for  the  aforesaid  media  of  payment  or  money. 
This  is  done  by  discounting  the  bill :  that  is  to  say,  selling 
it  to  a  discounter,  who  takes  off  a  certain  discount  to 
compensate  him  for  the  loss  of  interest  which  he  sustains 
from  the  day  he  buys  the  bill  until  it  falls  due.  The 
discount  corresponds  to  the  difference  in  value  between 
an  at-sight  claim  and  a  claim  of  the  same  amount  which 
only  matures  after  a  certain  time. 

The  discounting  of  bills  is,  from  the  economic  point 
of  view,  to  be  regarded  as  a  loan  to  the  drawer  of  the 
bill.  Normally,  in  fact,  the  discounter  puts  at  the 
disposal  of  the  purchaser  of  a  commodity  the  amount 
of  capital  he  needs  for  the  time  during  which  he  must 
retain  the  commodity  in  his  business.  The  commodity 
may,  therefore,  in  a  sense  be  regarded  as  real  security  for 
the  bill.  Hence  normally  the  total  sum  of  the  bills  in 
circulation  is  covered  by  a  quantity  of  commodities  at 
various  stages  of  manufacture.  There  can,  however, 
be  no  question  of  a  precise  agreement  between  the  time 
during  which  a  commodity  remains  in  the  productive 
business  of  the  buyer  and  the  time  when  the  bill  he  has 
accepted  will  mature.  The  current  period  of  the  bill 
may,  for  instance,  last  three  months,  while  the  process 
of  manufacture  (or  of  sale)  may  take  four  months. 
In  such  cases  the  total  value  of  the  material  that  is 
being  worked  up  in  trade  is  greater  than  the  amount  of 
the  bills  outstanding  at  any  one  time.  This  means  that 
business  partly  has  in  its  own  possession  the  capital- 
resources  needed  for  its  circulating  capital,  and  has  only  to 
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derive  part  of  it  from  the  discounting  of  bills.  It  map, 
however,  happen  that  the  average  lifetime  of  the  bills 
of  a  business  is  greater  than  the  average  period  of  pro¬ 
duction  in  the  same  business.  If,  for  instance,  a  bill 
takes  three  months  to  mature,  while  the  material,  which 
was  bought  bp  means  of  the  bill,  is,  on  the  average,  worked 
up  and  sold  in  a  month  and  a  half,  clearlp  the  total 
amount  of  the  bills  outstanding  at  anp  time  is  twice  as 
large  as  the  total  purchase- value  of  the  material  in  the 
business  at  one  time  which  was  bought  bp  means  of 
bills.  In  this  case,  therefore,  the  business  has  obtained 
funds  bp  the  discounting  of  bills,  not  onlp  for  circulating 
capital,  but  also  for  part  of  its  fixed  capital.  It  is,  then, 
not  quite  accurate  to  sap  that  the  total  amount  of  the 
bills  in  circulation  is  covered  onlp  bp  the  circulating  capital 
emploped  in  the  process  of  production.  As  a  rule,  it  is 
true,  in  normal  circumstances,  this  is  the  case.  It  is 
also  bepond  question  that  the  total  amount  of  the  cir¬ 
culating  capital  of  the  communitp  is  much  greater  than 
the  total  amount  of  the  bills  in  circulation  at  anp  one 
time. 

Since,  then,  bank  media  of  payment  are  covered  bp 
bills,  and  these  in  turn  bp  circulating  capital,  it  follows 
that  the  real  covering  of  the  bank  media  of  papment  lies 
in  the  circulating  capital.  From  this  point  of  view  the 
bank  media  of  papment  are  to  be  regarded  as  assignments 
upon  the  circulating  capital  of  the  communitp.  This 
makes  the  bank  media  particularlp  suitable  as  means  of 
papment.  For  bp  far  the  most  extensive  use  of  means 
of  papment  consists  preciselp  in  papments  for  circulat¬ 
ing  capital.  If  this  circulating  capital  is  bought  bp  bank 
media  of  papment,  this  merelp  means  that  a  general 
assignment  on  the  circulating  capital  of  the  communitp 
has  come  into  force  in  a  concrete  form.  The  vendor  who 
takes  bank  media  in  papment  uses  these  as  he  requires 
for  the  liquidation  of  bills,  so  that  thep  return  to  the 
bank. 

The  covering  of  the  bank  media  of  papment  bp 
circulating  capital  is  also  important  because  in  this  wap 


4io  BANK  CURRENCY 

the  community’s  supply  of  means  of  payment  is  adapted 
to  the  fluctuating  extent  of  production.  When  the  bank 
media  are  covered  only  by  short-term  bills,  this  adjust¬ 
ment  of  the  provision  of  means  of  payment  to  the  actual 
extent  of  production,  and  consequently  to  the  actual 
demand  for  media  of  payment,  is  very  effective.  There 
is  also  the  gain  that  the  circulating  capital  which  serves 
to  cover  the  bank  media  of  payment  is  estimated  accord¬ 
ing  to  the  most  recent  prices,  and  that  the  provision  of 
means  of  payment  is  regulated  as  closely  as  possible  to 
suit  the  fluctuations  of  the  general  level  of  prices. 

Hence  real  bills  of  exchange,  which  represent  the 
circulating  capital  in  the  continuous  processes  of  pro¬ 
duction,  are  for  the  banks  a  particularly  suitable  cover¬ 
ing  of  their  outstanding  media  of  payment.  This  is  not 
because  bills  of  exchange  always  afford  better  security 
than  sound  Government  stock  or  other  first-class  bonds, 
but  because  the  settlement  of  the  bills  is,  so  to  say,  part 
of  the  normal  course  of  the  process  of  production.  This 
process  itself  provides  in  its  normal  course  the  means  for 
meeting  the  bills  which  are  covered  by  the  material 
worked  up  in  the  productive  process.  Hence  the  banks 
need  not  interfere  with  the  normal  course  of  the  national 
economy  in  looking  for  the  settlement  of  the  bills. 

Together  with  bills  of  exchange  we  may  consider 
loans  as  a  covering  for  bank  media  of  payment.  The 
basis  of  a  loan  may  be  formed  by  commodities  or  by 
securities.  In  the  first  case  the  real  covering  of  the  bank 
media  of  payment  again  consists  of  circulating  capital. 
In  the  second  case  the  nature  of  the  covering  of  the 
bank  media  of  payment  depends  upon  the  nature  of  the 
securities.  They  may  be  mortgages,  shares,  bonds,  etc., 
representing  fixed  real  capital.  In  that  case  this  capital 
must  be  regarded  as  the  real  covering  of  the  bank  media 
of  payment.  But  if  the  security  consists  of  Government 
bonds  and  similar  documents  without  any  real  covering, 
there  is  no  material  covering  for  the  bank  media.  They 
are  in  the  last  resort  merely  secured  by  the  power  to  raise 
taxes  which  is  behind  such  bonds. 
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As  a  rule,  naturally,  only  commodities  and  securities 
that  are  traded  in  on  the  Exchange  are  used  to  cover 
bank  media  of  payment.  This  traffic  on  the  Exchange 
means  the  mobilisation  of  capital  which  is  not  in  its  own 
nature  mobile:  that  is  to  say,  which  must  not  change 
hands  in  the  normal  course  of  the  process  of  production. 
Mobilisation  very  materially  increases  the  suitability  of 
such  capital  for  covering  bank  media  of  payment.  It 
means  that,  at  all  events  in  normal  circumstances,  the 
security  can  be  sold  at  any  time.  And  as  in  loans  the 
securities  are  only  taken  at  a  rate  very  much  lower  than 
the  current  Exchange  quotation,  one  might  suppose  that 
such  loan-liabilities  were  particularly  suitable  as  a  basis 
for  bank  media  of  payment.  But  we  have  to  notice  that 
the  loan  is  not  repaid  by  the  normal  course  of  the  process 
of  production.  Hence,  if  the  banks  are  compelled  at 
times  to  collect  the  payment  of  their  loans  by  a  forced 
sale  of  the  securities,  it  cannot  be  done  without  a  dis¬ 
turbing  interference  which  may  be  injurious  to  business 
life,  especially  in  times  of  crisis,  and  must  therefore  be 
avoided  by  the  banks  as  much  as  possible.  In  this  respect 
loans  on  securities  are  far  inferior  to  bills  of  exchange  as 
covering  for  bank  media  of  payment. 

Within  certain  limits  it  may  be  justified  from  the 
standpoint  of  the  supply  of  the  community  with  means 
of  payment,  to  cover  bank  media  by  loan-securities,  and 
therefore  in  the  last  resort  by  fixed  capital.  For  bank 
media  of  payment  are  also  used  to  a  certain  extent  for 
the  purchase  of  securities  and  fixed  capital.  As,  how¬ 
ever,  this  use  of  bank  media  is  of  much  less  consequence 
than  their  use  for  the  purchase  of  circulating  capital,  it  is 
more  consonant  with  a  proper  regulation  of  the  provision 
of  means  of  payment  if  loan-securities  are  not  put  on 
the  same  footing  as  bills  of  exchange  as  covering  for 
bank  media  of  payment;  just  as,  for  instance,  German 
banking  legislation  prohibits  the  covering  of  notes  with 
loan-securities,  and  the  rate  of  interest  charged  for  loans 
by  the  Reichsbank  is  always  1  per  cent,  more  than  it 
charges  for  discounting.  This  aspect  of  the  question  of 
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covering  is  overlooked  by  those  who  wonder  why  the 
banks,  when  they  have  to  find  covering  for  their  notes 
and  credits,  give  the  preference  to  the  bills  of  a  small 
trader  or  manufacturer  rather  than  to  the  better 
securities  of  mortgages  or  shares  in  big  companies,  or 
even  Government  stock  of  important  States.  It  is  not 
merely  a  question  of  creating  security  in  finding  covering 
for  the  means  of  payment  created  by  the  banks;  they 
must  also  look  to  the  nature  of  the  covering  they  obtain 
to  bring  about  a  certain  general  natural  restriction  of 
the  supply  of  means  of  payment.  Production  is  very 
suitable  as  such  a  general  restriction,  but  the  wealth  of 
the  community  is  not :  the  offer  of  trade-bills  is,  but 
that  of  bonds  is  not,  as  they  represent  fixed  capital  or 
a  mere  promise  to  pay.  This  inference  is,  however, 
not  universal,  as  in  England,  where  the  use  of  bills  is 
diminishing,  we  find  that  loan-securities  play  a  great 
part  as  covering  for  bank  media  of  payment. 

A  sufficiently  stringent  limitation  of  the  provision 
of  means  of  payment  cannot  under  any  circumstances 
be  attained  by  the  claims  on  the  covering  media.  The 
circulation  of  bank  media  at  any  time  corresponds  to 
only  a  small  part  of  the  securities  that  can  be  used  for 
the  issue  of  bank  media.  The  great  volume  of  these 
securities  is  always  taken  up  by  the  savings  of  the  com¬ 
munity;  in  other  words,  the  great  mass  of  the  ability  to 
command  capital,  which  is  necessary  for  taking  over  real 
capital,  is  provided  by  savings-capital.  Only  a  small 
part  of  this  demand  for  the  disposal  of  capital  can  be  met 
by  the  banks  by  the  issue  of  bank  media  of  payment. 
The  proportions  of  this  part,  however,  will  always  depend 
upon  the  rate  of  interest  which  the  bankers  charge  for 
their  advances  and  the  way  in  which  this  rate  compares 
with  the  rate  on  the  general  market  for  capital.  Hence 
if  there  is  to  be  an  adequate  restriction  of  the  bank  media 
of  payment,  there  must  be,  in  addition  to  the  conditions 
we  have  already  described,  a  proper  regulation  of  the 
rate  of  interest  at  which  bank  media  of  payment  are 
supplied  to  commerce  by  discounting  or  by  loans. 
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We  have  seen  previously  (§  8)  that  the  money-income 
of  any  economic  system  is  necessarily  used  for  the 
purchase  of  the  real  income.  The  insight  into  the 
nature  of  bank  media  of  payment  which  we  now  have 
enables  us  to  be  perfectly  clear  about  this  matter.  The 
money-income  of  the  individual  takes  the  form  either 
of  money  or  of  bank  media  of  payment.  Under  a  gold 
standard  the  income  is  primarily  used  for  the  purchase 
of  the  commodity  gold,  and  therefore  is  seen  directly 
to  be  purchasing  power  for  a  definite  real  capital.*  In 
the  second  case  the  income,  as  we  now  know,  takes  the  form 
of  a  claim  upon  the  real  capital  of  the  economy.  When 
a  possessor  of  income  “  consumes  ”  his  income,  he  buys 
commodities  which  had  hitherto  been  part  of  the  (cir- 
lating)  real  capital  of  the  system  of  exchange.  The  rest 
of  his  income  he  must  either  use  for  the  purchase  of 
real  capital  or  lend  to  others  to  use  in  that  way.  There 
is  no  other  alternative.  He  cannot  leave  his  income 
unused  for  some  time,  as  is  popularly  supposed.  He 
may  fancy  that  he  is  doing  so,  but  in  reality  he  puts  his 
money  in  the  banks,  and  therefore  puts  it  at  the  disposal 
of  business  or,  in  more  general  terms,  the  demand  for 
capital.  Hence  the  employment  of  unused  income  for 
the  formation  of  real  capital  by  no  means  depends  upon 
any  deliberate  intention  of  the  owner  of  the  income  to 
use  it  in  that  way.  The  idea  that  is  common  in  financial 
journalism,  and  unfortunately  not  uncommon  in  science, 
that  capital  in  the  abstract  sense  can  be  stored  up  and  not 
used  for  the  formation  of  real  capital  until  a  later  date, 
is  clearly,  after  what  we  have  said,  false;  it  is  simply  based 
upon  a  defective  analysis  of  the  real  processes  of  the 
economy  of  exchange.  The  formation  of  capital  in  the 
economy  is  always  effected  by  the  income  that  is  destined 
permanently  or  temporarily  for  capitalisation  taking  over 
the  addition  to  the  real  capital  made  by  production. 
Any  formation  of  capital,  an  abstract  “  accumulation  of 

*  Under  a  paper  standard  part  of  the  national  income  may  be  used  for 
taking  over  a  new  issue  of  paper  money.  But  this  obviously  does  not 
affect  the  argument  in  the  text. 
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money,”  no  matter  for  how  short  a  time,  without  this 
real  foundation,  is  impossible. 

§  48.  The  Restriction  of  the  Supply  of  Media  of 
Payment  by  the  Bank  Rate. 

The  fact  that  trade  only  receives  bank  media  of 
payment  from  the  banks  in  the  form  of  interest-bearing 
advances  is  important  in  connection  with  the  restriction 
of  the  supply  of  media  of  payment  in  the  sense  that  in 
such  circumstances,  naturally,  there  will  not  be  more 
bank  means  of  payment  put  into  circulation  than  are 
needed  to  meet  the  trade  demand  for  advances.  A 
bank  cannot  force  its  notes  and  credits  upon  business. 
The  public  is  in  a  totally  different  position  from,  let  us 
say,  the  Government  which  pays  for  commodities  or 
services  in  inconvertible  paper- money  created  for  the 
purpose.  The  public  can  always  deliver  itself  from  a 
surplus  of  bank  means  of  payment  by  putting  its  money 
at  interest  in  the  banks  or  paying  its  maturing  debts  into 
the  banks  without  taking  out  advances  to  a  corresponding 
amount.  Hence  there  is  a  certain  restriction  of  these 
means  of  payment  in  the  very  nature  of  the  origin  of  notes 
and  deposits,  as  we  have  described  it.  But  it  would  be 
premature  to  conclude  from  this  that  the  banks  could  not 
issue  too  many  bank  media  of  payment. 

The  demand  of  trade  for  bank- advances  depends 
mainly  upon  the  rate  of  interest  at  which  the  advances  are 
made.  The  right  to  command  capital  is,  as  we  have 
seen,  bought  and  sold  on  the  capital- market.  This 
right  is  at  first  offered  and  demanded  in  the  form  of 
money,  and  therefore  the  immediate  object  of  the  capital 
market  is  the  disposal  of  money.  But  bank  means  of 
payment  represent  as  well  as  cash  a  formal  capital  which 
enables  the  holder  to  come  into  possession  of  real  capital 
at  any  time  in  any  form  he  pleases.  Hence  the  offer  of 
bank  media  of  payment  is  just  as  much  as  an  offer  of 
money  equal  to  an  offer  of  the  means  to  command  capital. 
On  the  capital- market  money-claims  on  the  banks  which 
are  payable  on  demand  have  just  the  same  position  as 
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money.  And  as  the  banks  can,  within  certain  limits, 
create  these  constantly  maturing  claims  on  themselves 
in  any  quantity,  the  objectively  determined  stringency 
of  the  command  of  capital  on  the  market  is  destroyed. 

On  the  whole  the  capital- market  is  regulated  by  the 
rate  of  interest.  If  the  rate  of  interest  is  too  low,  the 
demand  for  capital  exceeds  the  offer,  and  the  result  is  a 
shortage  of  capital-disposal  which  causes  the  rate  to 
rise  once  more.  This  normal  self- regulation  of  the 
capital- market  is  disturbed  by  the  intrusion  of  the  banks 
with  their  offer  of  bank  means  of  payment.  If  the 
banks  put  the  terms  for  their  advances  too  low,  and  the 
equilibrium  of  the  capital-market  is  disturbed  on  that 
account,  it  can  only  be  restored  by  the  issue  of  further 
bank  means  of  payment.  As  long  as  the  shortage  of 
capital-disposal  is  covered  in  this  way,  an  excessively 
low  rate  of  interest,  not  in  accord  with  the  real  state  of 
the  capital- market,  may  be  maintained. 

Conduct  of  this  kind  on  the  part  of  the  banks  must, 
if  it  is  prolonged,  have  an  effect  upon  the  whole  capital- 
market.  It  is  true  that  the  direct  action  of  the  banks  is 
confined  to  the  market  for  short-term  loans.  But  an 
abundant  provision  to  meet  the  demand  for  short-term 
advances  causes  the  offer  of  capital  to  turn  more  and  more 
to  the  market  for  long-term  or  permanent  capital- 
disposal,  and  this  may  reveal  itself  in  a  lively  interest  in 
issues  of  deeds  and  shares.  This  offer  must,  therefore, 
bring  down  also  the  rate  of  interest  for  the  capital- 
disposal  in  question.  The  low  terms  of  the  banks  will 
in  this  way  influence  the  entire  market  for  capital,  and 
will  have  the  same  effect  on  demand  as  if  there  were  a 
real  increase  of  the  offer  of  capital. 

This  conduct  which  we  imagine  on  the  part  of  the 
banks  will  obviously  create  an  artificial  purchasing  power, 
with  no  corresponding  increase  of  the  goods  that  can  be 
bought.  This  is  bound  to  lead  to  an  advance  of  prices, 
which  means  a  diminution  of  the  purchasing  power  of  the 
unit  of  reckoning.  The  state  of  equilibrium  requires 
that  the  supply  of  means  of  payment  shall  be  definitely 
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restricted,  and  this  stringency  can  only  be  effected  by  a 
policy  in  regard  to  interest  which  is  a  genuine  expression 
of  the  real  scarcity  of  capital. 

But  putting  the  capital- market  in  a  false  position  by 
offering  too  low  a  rate  of  interest  will  not  be  entirely 
without  reaction.  The  appearance  of  counteracting 
forces  is  always  the  condition  of  the  stability  of  the 
economic  life.  In  this  case  the  reaction  is  chiefly  in  the 
sphere  of  the  productive  process.  The  object  of  interest 
is  to  regulate  the  demand  for  new  capital- disposal  in 
harmony  with  the  offer — that  is  to  say,  with  the  newly 
formed  savings-capital.  But  as  the  interest  has  generally 
little  influence  on  saving,  its  function  as  regulator  of  the 
capital- market  consists  mainly  in  restricting  the  demand 
for  capital-disposal — that  is  to  say,  in  directing  the 
productive  process.  If  the  rate  of  interest  is  kept  too 
low  on  the  market,  the  mistake  will  make  itself  felt  in 
lines  of  production  requiring  more  fixed  capital,  and 
therefore  in  a  relative  increase  in  the  production  of 
capital.  But  an  abnormal  increase  in  the  production  of 
capital  of  this  kind  must  gradually  curtail  the  oppor¬ 
tunities  for  a  remunerative  use  of  capital,  or  make  new 
investments  of  it  less  remunerative.  This  would  in 
normal  circumstances  lead  to  a  fall  in  the  rate  of  interest. 
But  as  the  rate  is  already  too  low,  the  effect  of  the  aug¬ 
mented  production  of  capital  is  that  the  conditions  of 
the  capital-market  are  gradually  brought  into  harmony 
with  the  current  low  rate  of  interest.  In  this  way  the 
equilibrium  of  the  market  is  restored.  The  disturbing 
effect  of  the  bank  rate  of  interest  ceases  as  soon  as  the  rate 
becomes  normal  once  more.  This  also  puts  an  end  to 
the  special  competition  on  the  market  which  the  banks 
had  occasioned  by  their  low  rate  of  interest,  and  the 
cause  of  the  extraordinary  increase  of  bank  media  of 
payment  disappears.  The  banks  can  only  continue  this 
increase  of  their  media  of  payment  by  lowering  once  more 
their  rate  below  that  of  the  capital- market.  In  that 
case  the  counteracting  forces  come  into  operation  once 
more,  and  they  have  the  effect  already  described.  If  we 
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assume  that  the  banks  maintain  the  rate  which  restored 
the  equilibrium  of  the  capital-market,  the  effect  of  the 
first  reduction  of  the  rate  is  that  the  capital-market 
passes  from  one  state  of  equilibrium  to  another,  in  which 
there  is  more  capital  and  a  lower  rate,  and  that  there  is 
at  the  same  time  an  increase  of  bank  means  of  pay¬ 
ment.  The  artificial  reduction  of  the  rate  has  led  to 
an  artificially  enhanced  production  of  capital,  which  is 
equivalent  to  a  forced  increase  of  saving  on  the  part  of 
the  community. 

We  see,  therefore,  that  an  undue  reduction  of  the 
rate  on  the  part  of  the  banks  leads  to  an  increase  of 
bank  media  of  payment.  On  the  other  hand,  an  increase 
of  the  rate  which  is  not  based  upon  the  state  of  the 
market  must  clearly  lead  to  a  curtailment  of  the  current 
bank  media  of  payment.  Savings  from  income,  which 
exist  in  the  form  of  bank  means  of  payment,  flow  to  the 
banks,  attracted  by  the  high  rate  of  interest,  and  they  are 
used  by  the  banks  merely  to  reduce  the  total  amount  of 
bank  media.  From  this  we  may  conclude  that  it  must 
be  possible  to  regulate  the  provision  of  means  of  payment 
by  the  rate  of  interest.  A  suitable  policy  in  regard  to 
terms  on  the  part  of  the  banks  can  effect  any  desired 
curtailment  of  the  bank  media  of  payment. 

Under  a  gold  standard  the  issue  of  bank  media  of 
payment  is,  as  we  saw  previously,  limited  upward  by  the 
liability  to  redeem.  But  redemption  must  be  regarded 
as  the  last  resort  for  curtailing  an  excessive  growth  of 
bank  media  of  payment.  Normally  the  supply  of  trade 
with  such  media  is  regulated  mainly  by  the  bank  terms. 

In  a  country  where  a  central  bank  issues  notes  with 
forced  currency,  the  amount  of  the  notes  may  be  in¬ 
definitely  increased,  and  may,  if  there  is  no  metallic 
standard  whatever,  be  indefinitely  curtailed.  The  central 
bank  can  in  this  case  regulate  at  will  the  supply  of  trade 
with  its  notes,  and  therefore,  indirectly,  the  entire 
provision  of  means  of  payment,  by  its  rate-policy. 
Naturally,  any  considerable  change  in  the  provision  of 
media  of  payment  takes  a  certain  time.  The  effect  of 
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the  rate- policy  upon  the  amount  of  means  of  payment 
is  only  gradually  felt,  but  in  the  course  of  time  any 
desired  effect  can  be  accomplished.  In  this  it  is,  of 
course,  assumed  that  the  bank  has  entirely  in  its  own 
hands  its  policy  in  regard  to  advances  and  terms.  When 
the  State  makes  upon  the  bank  claims  of  either  sort  that 
cannot  be  repelled,  or  when  the  freedom  of  action 
of  the  bank  is  hampered  by  regard  for  the  social  risks  of 
a  severe  policy  of  restriction,  the  problem  ceases  to  be 
purely  one  of  monetary  policy. 

The  question  now  arises:  How  is  the  rate  to  be  fixed 
so  as  to  maintain  a  state  of  equilibrium  ?  One  might 
reply  that  the  bank  rate  should  be  equal  to  the  real 
interest  on  capital.  But  we  must  remark  that  there  is 
no  such  thing  as  a  “  real  interest  ”  in  any  other  sense  than 
that  of  the  market  interest;  and  the  market  interest 
affords  the  banks  a  very  unsafe  guide  for  its  rate-policy, 
as  it  is,  as  we  saw,  directly  and  strongly  influenced  by  the 
bank  rate. 

The  correct  answer  to  the  question  can  only  be  that 
in  each  period  the  banks  must  increase  their  advances 
just  so  much  as  corresponds  with  the  amount  of  the 
savings  put  at  their  disposal  in  that  time.  If  the  ad¬ 
vances  are  increased  beyond  this,  they  can  only  be  found 
by  an  increase  of  the  bank  means  of  payment.  Such 
an  increase  is,  it  is  true,  permissible  to  the  extent  to 
which  the  general  economic  progress  creates  an  increased 
demand  for  means  of  payment,  but  otherwise  it  means 
an  artificial  purchasing  power  which  reduces  the  value  of 
the  unit  of  reckoning. 

In  practice  the  bank  rate  under  a  gold  standard  is 
mainly  regulated  by  regard  for  the  need  to  protect  the 
reserve.  The  rate-policy  of  the  banks  is  then  entirely 
controlled  in  the  interest  of  the  maintenance  of  the  gold 
standard.  Where  the  gold  standard  is  abandoned,  and 
the  notes  of  the  central  bank  have  forced  circulation,  the 
basis  of  the  rate-policy  is  generally  found  in  the  main¬ 
tenance  of  a  certain  ratio  of  the  home  exchange  to  the 
foreign  gold-exchange.  In  both  cases  the  object  of  the 
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rate-policy  is  to  maintain  a  fixed  price  of  gold  within 
certain  limits.  This  is  possible,  of  course,  only  if  the 
prices  of  commodities  in  general  can'  be  kept  on  a  certain 
level.  It  is  therefore  clear  that  the  rate-policy  of  the 
banks  means  in  the  long  run  a  regulation  of  the  general 
level  of  prices.  But  this  connection  cannot  be  fully 
explained  except  on  the  basis  of  a  theory  of  the  value  of 
money,  and  to  this  we  turn  in  the  next  chapter. 


CHAPTER  XI 
THE  VALUE  OF  MONEY 


§  49.  Introduction. 

SO  far  our  study  of  money  has  shown  us  that  the 
scale  in  which  all  prices  ^re  calculated,  and  which  is 
in  itself  an  abstract  scale  of  reckoning,  can  only  attain 
stability  if  there  is  a  certain  stringency  of  the  media  of 
payment  which  hold  good  in  the  scale.  If  a  medium  of 
payment  were  to  be  had  to  an  unlimited  extent,  it  is  clear 
that  any  price  might  be  offered  for  commodities  and 
services.  Hence  a  certain  quantitative  restriction  of 
the  provision  of  means  of  payment  is  an  indispensable 
condition  of  the  steady  assignment  of  prices,  and  there¬ 
fore  of  a  definite  balance  of  money  and  commodities. 
It  is  thus  perfectly  clear  that  the  amount  of  the  means 
of  payment  must  have  a  certain  influence  upon  the  fixing 
of  prices,  in  the  sense  that  an  ampler  provision  of  means 
of  payment  has  a  tendency  to  keep  prices  at  a  higher 
level.  When  there  is  a  more  abounding  supply  of  means 
of  payment  one  gets  less  for  the  monetary  unit:  the 
value  of  money  is  less. 

The  scarcity  of  the  supply  of  means  of  payment, 
which  is  a  condition  for  the  maintenance  of  a  stable 
value  of  money,  must,  naturally,  apply  to  the  entire 
supply.  The  stability  of  the  value  of  money  requires  a 
certain  stringency,  not  only  of  money  in  the  proper  sense 
of  the  word,  but  also  of  other  media  of  payment,  which 
are  not  money,  but  may  be  similarly  used  for  the  settle¬ 
ment  of  money-liabilities;  the  value  of  money  must  have 
a  certain  dependence  upon  the  quantitative  limitation 
of  all  these  means  of  payment.  Every  medium  of  pay¬ 
ment  is,  in  point  of  fact,  as  we  have  seen,  characterised 
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in  the  first  place  by  the  particular  method  of  limitation 
of  its  amount  which  is  peculiar  to  it.  In  the  preceding 
two  chapters  we  have  studied  the  special  nature  of  this 
restriction  in  the  case  of  metallic  money,  paper  money, 
and  bank  means  of  payment.  In  the  study  of  the  various 
forms  of  money  and  of  media  of  payment  which  are  not 
money,  this  element,  the  restriction  of  the  supply  of  means 
of  payment,  is  always  in  the  foreground.  In  that  case 
we  could  only  regard  this  restriction  as  a  necessary  con¬ 
dition  of  the  stability  of  the  value  of  money;  we  had  to 
ignore  its  effect  upon  the  value  of  money,  or  the  quantita¬ 
tive  dependence  of  the  value  of  money  upon  the  amount 
of  money.  What  we  have  now  to  do,  to  bring  our 
account  of  the  nature  of  money  to  a  logical  conclusion 
and  arrive  at  a  satisfactory  theory  of  money,  is  to  make 
a  thorough  investigation  of  this  connection  between  the 
value  and  the  quantity  of  money. 

As  a  stable  value  of  money  requires  a  definite  limita¬ 
tion  of  the  entire  provision  of  media  of  payment,  every 
enlargement  of  a  medium  of  payment  which  is  not 
accompanied  by  the  restriction  of  some  other  medium  of 
payment  must  have  an  influence  upon  the  value  of  money. 
Hence  a  study  of  the  value  of  money  has  to  take  into 
account  the  whole  provision  of  media  of  payment.  It 
is,  therefore,  not  possible  to  deal  with  means  of  payment 
which  are  not  money  apart  from  the  theory  of  money,  as  is 
often  attempted.  The  central  question  of  the  theory 
of  money,  the  question  of  its  value,  cannot  be  fully 
studied  and  answered  unless  we  take  into  account  the 
whole  of  the  media  which  are  actually  used  for  the  purpose 
of  payment  in  the  relevant  scale  of  money. 

It  must  have  been  noticed  at  an  early  date  that  an 
increase  of  the  means  of  payment  causes  a  general  rise 
of  prices,  and  therefore  a  fall  in  the  value  of  money. 
After  the  discovery  of  America  the  supply  of  precious 
metals  in  Europe  was  so  enormously  increased  that  the 
consequent  rise  of  prices  was  bound  to  attract  attention 
and  be  traced  to  its  proper  causes.  The  history  of  the 
earlier  paper  standards  was  well  calculated  to  reveal 
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the  truth  that  the  indefinite  increase  of  a  medium  of 
payment  was  sure  to  lead  to  an  indefinite  advance  of 
prices,  and  so  to  an  indefinite  depreciation  of  the  medium 
of  payment  until  it  became  quite  worthless.  In  the 
bank-restriction  period  in  England  finally,  at  the  time 
of  the  Napoleonic  wars,  when  the  notes  of  the  Bank  of 
England  had  forced  currency,  it  was  shown  by  a  very 
much  disputed  experience  what  effect  an  unlimited 
multiplication  of  bank-notes  has  upon  the  monetary 
system,  and  especially  upon  the  value  of  money.  The 
development  of  a  real  theory  of  money  dates  from  that 
time.  And  in  the  very  heart  of  the  theory  is  the  study  of 
the  connection  between  the  quantity  and  the  value  of 
money. 

It  is  clear  that  we  cannot  be  content  with  the  mere 
fact  of  this  connection  and  with  the  truth  that  a  definite 
value  of  money  presupposes  a  certain  restriction  of  the 
supply  of  means  of  payment.  We  must  attempt  to 
express  in  figures  the  influence  of  the  quantity  upon  the 
value  of  money,  to  represent  the  value  of  money  arith¬ 
metically  as  a  function  of  its  quantity.  For  this  purpose 
we  need  to  have  first  a  very  clear  idea  of  the  value  of  money. 

This  idea,  like  that  of  value  in  general,  is  not  fixed. 
But  the  idea  of  value  may,  as  far  as  commodities  and 
services  are  concerned,  be  replaced  by  the  quite  definite 
idea  of  price.  As  far  as  the  value  of  money  is  concerned 
this  way  of  fixing  the  idea  is  of  no  avail,  as,  since  prices 
are  always  calculated  in  the  monetary  unit,  this  unit  is 
always  equal  to  one,  and  so  the  value  of  money  is  always 
formally  the  same.  An  idea  of  the  value  of  the  money 
of  any  country  can  be  obtained  by  measuring  it  by  the 
standard  of  another.  The  value  of  the  money  of  the  first 
country  is  clearly  defined  by  the  amount  of  commodities 
or  services  that  it  will  command.  The  monetary  unit 
represents  a  greater  or  less  amount  of  utilities,  according 
as  prices  are  low  or  high. 

This  consideration  suggests  the  way  we  have  to  follow 
in  order  to  get  a  clear  idea  of  the  value  of  money  in  a 
self-contained  national  economy.  A  diminishing  value  of 
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money  reveals  itself  in  a  general  rise  of  the  prices  of 
commodities.  We  have,  therefore,  to  define  the  value  of 
money  as  the  reciprocal  value  of  the  general  level  of  prices. 
This  does  not,  of  course,  give  us  a  complete  solution  of  the 
problem  of  defining  the  value  of  money,  because  there 
is  still  the  difficult  question  how  the  general  level  of 
prices  is  to  be  defined  so  as  to  reflect  as  faithfully  as  pos¬ 
sible  the  common  movements  of  prices.  We  will  return 
specially  to  this  question  (§  52),  and  will  meantime 
assume  that  the  idea  of  the  general  level  of  prices  is  well 
known.  The  whole  theory  of  the  value  of  money  is  then 
reduced  to  a  theory  of  the  changes  of  the  general  level 
of  prices. 

§  50.  The  Quantity  Theory. 

It  was  natural  to  suppose  that  money  as  such  has 
no  other  purpose  than  to  purchase  commodities  or  make 
general  payments,  and  that  for  this  purpose  any  sum  of 
money  must  suffice  if  the  prices  are  suitable.  This  idea 
has  been  expressed  in  the  quantity  theory.  In  its  original 
form  the  theory  runs:  Money  buys  commodities.  The 
total  amount  of  money  buys  the  total  amount  of  com¬ 
modities.  The  total  value  of  the  money  is  therefore 
equal  to  the  total  value  of  the  commodities  and  inde¬ 
pendent  of  the  quantity  of  the  money.  It  follows  that 
the  value  of  the  monetary  unit  is  in  inverse  proportion 
to  the  quantity  of  money.  This  is  the  substance  of  the 
quantity  theory  as  we  find  it  repeatedly  expressed  in 
earlier  economic  literature. 

It  is,  however,  easy  to  see  that  we  cannot  suppose 
an  exchange  between  all  the  commodities  on  the  one 
hand  and  all  the  money  on  the  other.  The  quantity  theory 
has  therefore  been  formulated,  with  a  nearer  approach  to 
accuracy,  in  the  sense  that  the  general  level  of  prices  is 
determined  by  the  ratio  of  the  money  in  circulation  and 
the  commodities  that  come  upon  the  market.  Thus 
money  and  commodities  influence  each  other  only  when 
they  come  into  contact.  If  we  express  the  total  amount 
of  commodities  on  the  market  as  T,  the  general  level  of 
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prices  as  P,  and  the  amount  of  money  in  circulation  as  M, 
the  quantity  theory  may  be  put  in  the  following  equation 

TP=M 

We  must  draw  attention  particularly  to  the  fact  that 
this  formula  refers  to  a  definite  -point  of  time.  Amount  of 
commodities  and  amount  of  money  are  both  ideas  which 
do  not  contain  any  element  of  time,  and  can  therefore 
only  be  conceived  at  a  given  moment.  But  if  we  do 
thus  refer  the  ideas  strictly  to  a  certain  moment,  we 
cannot  explain  why  the  money  should  purchase  the  total 
amount  of  commodities.  The  process  by  which  this 
purchase  is  effected  takes  time.  If  we  consider  the  out¬ 
come  of  the  process,  it  is  clearly  necessary  to  assume  a 
certain  period  oj  time  as  the  basis  of  the  inquiry.  The 
commodities  which  are  bought  within  this  period  must 
be  paid  for  with  the  money  that  is  in  actual  circulation. 
And  this  alteration  of  the  principle  introduces  a  new 
difficulty  into  the  problem:  when  we  consider  a  period 
of  time,  it  is  always  possible  that  in  this  period  several 
payments  are  made  with  one  and  the  same  piece  of 
money.  The  extent  of  the  payments  will  then  no  longer 
be  measured  by  the  quantity  of  the  money  alone;  we 
must  take  into  account  also  the  number  of  the  payments 
which  are  effected  within  the  period  by  each  piece  of 
money.  We  thus  come  to  the  idea  of  the  rapidity  of 
circulation  of  money.  This  idea,  which  is  not  very 
clearly  expressed  in  most  works,  is  most  simply  defined 
by  assuming  that  all  pieces  of  money  are  used  in  the 
period  equally  frequently  for  payment.  If  V  stands  for 
the  number  of  the  payments  which  are  effected  in  the 
period  by  each  piece  of  money,  and  T  again  represents  the 
amount  of  the  commodities  purchased  in  the  period,  the 
quantity  theory  would  then  be  expressed  in  the  formula 

TP  =MV 

This  equation,  which  must  properly  refer  to  the  entire 
number  of  payments,  not  merely  the  purchases  of  com¬ 
modities,  T  being  taken  as  a  measure  of  the  real  exchange, 
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means  that  the  extent  of  the  payments  that  are  to  be 
effected  within  a  certain  period  is  equal  to  the  possible 
payments  performed  by  the  given  quantity  of  money 
within  the  period. 

In  general,  naturally,  this  absolutely  uniform  use  of 
all  the  pieces  of  money  is  out  of  the  question.  The  pay¬ 
ments  performed  by  the  amount  of  money  is,  in  reality, 
equal  to  the  sum  of  the  payments  performed  by  the  several 
pieces  of  money,  the  payments  performed  by  each  piece 
being  determined  by  its  face  value  multiplied  by  the 
number  of  the  payments  it  effects  within  the  period.  If 
we  make  the  face  value  of  each  piece  m  and  the  number  of 
payments  effected  by  it  v,  the  total  payments  performed 
will  be  expressed  by  the  sum  'Zmv.  We  can  then  define 
an  average  rapidity  of  circulation  of  the  money  by  the 

7TIV 

equation  V  =  or  by  dividing  the  total  work  of  the 

money  by  its  amount.  Here,  however,  we  assume  that 
the  amount  of  money  remains  unchanged  during  the 
period  in  question.  We  must  bear  in  mind  that  the  total 
work  of  the  quantity  of  money  refers  to  a  certain  period, 
whereas  the  quantity  of  money  itself  must  be  referred 
to  a  certain  moment.  A  comparison  of  these  two 
figures  tacitly  assumes  that  the  quantity  of  money 
remains  unchanged  throughout  the  period.  If  this  is 
not  the  case — as  it  never  is  in  reality — the  average 
rapidity  of  circulation  of  the  money  can  only  be  defined 
by  taking  a  fictitious  period,  instead  of  the  real  one,  in 
which  everything  has  remained  the  same,  and  comparing 
the  work  of  payment  done  in  this  period  with  the  quantity 
of  money  at  the  beginning  of  the  period.  The  result 
clearly  gives  an  average  rapidity  of  circulation  at  the 
beginning  of  the  period. 

The  rapidity  of  circulation  of  money  represents,  in  a 
sense,  an  independent  factor  in  the  problem  of  the  fixing 
of  prices.  How  often  a  coin  can  be  used  for  payments 
in  a  given  period  depends  upon  the  habits  of  the  people 
in  regard  to  the  use  of  cash,  the  stage  of  development  of 
the  system  of  exchange,  the  density  of  the  population, 
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the  efficiency  of  transport,  and  so  on;  in  a  word,  upon 
factors  which  must  be  taken  for  granted  when  we  are 
dealing  with  the  theory  of  money.  This  does  not,  of 
course,  exclude  the  possibility  of  changes  in  the  general 
level  of  prices  or  the  quantity  of  money  having  a  certain 
influence  upon  the  rapidity  of  circulation  of  money. 
When  this  rapidity  of  circulation  is  said  to  be  an  inde¬ 
pendent  factor,  we  mean  only  that  it  has  independent 
causes  which  lie  outside  the  problem  of  the  fixing  of 
prices. 

We  may  conclude  that  in  its  present  form  the  quantity 
theory  has  a  very  definite  meaning  and  a  positive  sub¬ 
stance.  This  substance  would  be  wholly  lost  if  we 
attempted,  as  Stuart  Mill  does,*  to  omit  the  element  of 
time,  and  to  substitute  for  the  rapidity  of  circulation 
a  working  capacity  of  money  which  would  have  to  be 
defined  as  the  ratio  of  the  total  payments  effected  and 
the  quantity  of  money.  For  in  that  case  the  quantity 
theory  would  merely  affirm  that  the  total  amount  of  pay¬ 
ments  effected  is  equal  to  the  amount  of  money  multiplied 
by  this  working  capacity  of  the  money,  and  it  would  thus 
be  reduced  to  a  mere  identity  of  no  consequence  whatever. 

The  substance  of  the  quantity  theory  is  always  that 
the  existing  quantity  of  money  must  involve  a  definite 
performance  of  payments,  to  which  the  level  of  prices  is 
obliged  to  adjust  itself.  In  the  original  quantity  theory 
this  view  is  expressed  in  the  principle  that  the  entire 
amount  of  existing  money  purchases  the  amount  of  com¬ 
modities.  In  the  present  form  of  the  quantity  theory 
this  supposition  is  generally  replaced  by  the  assumption 
that  the  rapidity  of  circulation  of  the  money  is  constant. 
This  means  that  in  the  unit-period  there  must  be  a 
definite  work  of  payment  defined  by  the  quantity  of 
money.  It  is,  therefore,  of  the  essence  of  the  quantity 
theory  to  seek  to  trace  changes  in  the  general  level  of 
prices  to  changes  in  the  quantity  of  money. 

But  if  the  quantity  of  money  is  thus  conceived  as 
an  independently  effective  factor  in  the  fixing  of  prices, 

*  Principles  of  Political  Economy,  Book  III.,  ch.  viii.,  §  3. 
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it  is  naturally  necessary  to  take  the  quantity  of  money 
itself  as  given  in  certain  objective  conditions  outside  the 
fixing  of  prices,  or  at  least  as  determined  simultaneously 
by  those  conditions.  The  task  of  assigning  the  reasons 
for  the  general  level  of  prices  or  of  the  value  of  money 
is  clearly  not  accomplished  until  we  have  reached  the 
factors  which  can  be  regarded  themselves  as  objectively 
given  elements  of  the  problem. 

In  regard  to  the  quantity  of  money  it  is  in  this  respect 
to  be  noted  that  the  quantity  theory  grants  only  the 
quantity  of  money  in  circulation  an  influence  upon  the 
fixing  of  prices.  But  this  amount  of  circulating  money 
is  not  an  independently  determined  magnitude,  as  its 
limits  are  never  firmly  marked  off  from  the  quantity 
of  money  lying  in  the  bank-reserves  or  private  hoards 
of  money.  The  money  passes  from  store  into  circulation 
and  back  according  to  the  daily  requirements  of  business. 
To  say  that  the  quantity  of  money  in  circulation  deter¬ 
mines  the  general  level  of  prices  has  in  these  circumstances 
no  proper  meaning.  The  general  level  of  prices  is, 
rather,  one  of  the  factors  which  determine  the  quantity 
of  money  in  circulation  at  any  one  time.  To  this  extent 
the  quantity  theory  leaves  quite  open  the  question  of 
the  causes  which  determine  the  value  of  money. 

If  we  are  to  trace  the  movements  of  the  general  level 
of  prices  to  objectively  given  factors,  we  must  clearly 
bring  the  general  level  of  prices  into  connection  with  the 
whole  quantity  of  money.  We  can  do  this  by  making 
M  in  the  equation  TP  =MV  stand  for  the  whole  quantity 
of  money,  when  V  stands  for  the  rapidity  of  circulation 
of  this  quantity  of  money,  or  the  paying  capacity  in 
the  period  per  unit  of  the  whole  quantity  of  money. 
If  we  compare  two  cases  in  which  this  paying  capacity 
of  the  monev  is  the  same,  and  in  which  the  extent  of  the 
real  exchange  T  is  also  the  same,  we  may  say  that  the 
general  price-level  P  is  directly  proportional  to  the 
quantity  of  money  M. 

This  principle  has  a  definite  meaning  when  the  total 
auantitv  of  money  can  be  regarded  as  a  given  magnitude. 
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This  is  the  case  under  a  paper-standard,  where  the  State 
has  fixed  the  amount  of  paper  money.  If  the  paper 
money  is  issued  in  the  form  of  bank-notes  with  forced 
circulation,  the  directly  operative  limitation  of  the 
paper  money  is,  as  we  found  in  dealing  with  bank-notes, 
in  the  terms  of  bank-advances.  Here,  at  all  events,  we 
come  to  an  objective  element  that  may  be  cited  as  a 
determining  cause  of  the  value  of  money.  When  there 
is  no  independent  limitation  of  the  paper  money  at  all, 
the  fixing  of  prices  also  becomes  an  entirely  vague 
problem,  and  prices  may,  as  painful  experience  has 
shown,  rise  indefinitely. 

It  is  otherwise  under  a  gold  standard.  In  that 
case  even  the  total  quantity  of  money  is  not  an  inde¬ 
pendently  given  magnitude.  For  the  quantity  of  money 
is  not  rigorously  marked  off  in  relation  to  the  total  supply 
of  gold;  on  the  contrary,  the  gold  passes  from  the  non¬ 
monetary  supply  to  the  monetary  and  back,  and  this 
movement  backward  and  forward  is  kept  up  continuously. 
How  much  gold  is  applied  to  monetary  uses  may  depend 
upon,  amongst  other  things,  the  money-requirements  of 
business,  and  therefore  upon  the  general  level  of  prices. 
Thus  the  monetary  supply  of  gold  at  the  time  affords 
no  objective  cause  for  determining  the  value  of  money. 
To  trace  the  general  level  of  prices  to  objective  causes  is, 
in  fact,  only  possible  when  this  general  level  is  brought 
into  connection  with  the  total  supply  of  gold.  This 
supply  is  either  absolutely  given  or,  if  production  is  still 
going  on,  is  determined  by  the  technical  conditions  of 
production,  and  therefore  in  both  cases  the  explanation 
of  the  general  level  of  prices  is  given  in  objective  elements. 
In  the  equation  TP=MV,  therefore,  M  must  now  stand 
for  the  total  quantity  of  gold,  and  V  for  the  payments 
effected  in  the  period  in  question  per  unit  of  this  quantitv 
of  gold.  If  we  consider  two  cases  with  the  same  capacity 
for  effecting  payment  per  unit  of  the  total  amount  of 
gold  and  the  same  real  exchange,  we  may  formulate  the 
quantity  theory  by  saying  that  the  general  level  of  prices 
is  directly  proportional  to  the  total  quantity  of  gold. 
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Up  to  the  present  we  have  assumed  that  all  payments 
are  made  in  money.  There  is  still  the  question  how 
the  value  of  money  is  really  determined  when  bank-notes 
and  bank-deposits  have  to  be  taken  into  consideration  as 
means  of  payment  as  well  as  money.  A  theory  of  the 
value  of  money  which  connects  the  general  level  of  prices 
with  the  extent  of  the  payments  made  within  a  certain 
period  must  clearly  add  to  the  payments  in  money  all 
the  payments  made  in  bank  media  of  payment.  We  then 
have  TP=Z1+Z2+Z3,  in  which  Zx,  Z2,  and  Z3  stand 
for,  respectively,  the  amounts  of  payments  in  cash,  pay¬ 
ments  in  bank-notes,  and  payments  by  cheque.  As  we 
previously  substituted  MAA  for  Zl5  we  may  now  sub¬ 
stitute  M2V2  for  Z2,  M2  meaning  the  amount  of  notes 
in  circulation  and  V2  the  rapidity  of  circulation  of  the 
notes.  If  this  rapidity  of  circulation  is  assumed  to  be 
the  same  in  the  two  cases  to  be  compared,  our  equation 
shows  how  an  increase  of  the  circulation  of  notes 
proportionately  increases  the  work  of  payment  of  the 
notes.  In  the  same  way  we  may  substitute  M3V3  for 
Z3,  M3  being  the  total  amount  of  those  bank-deposits  on 
which  cheques  may  be  drawn.  As  we  cannot  define  any 
physical  rapidity  of  circulation  of  the  deposits,  V3  must 
be’defined  as  the  paying  capacity  in  the  period  per  unit 
of  the  deposits.  If  this  paying  capacity  also  is  assumed 
to  remain  unchanged,  any  increase  of  the  total  amount 
of  the  deposits  will  proportionately  add  to  their  paying 
capacity.  Thus  the  fluctuations  of  the  general  level  of 
prices  are,  assuming  that  there  is  no  change  in  the  claims 
to  payment  or  the  use  of  the  media  of  payment,  traced 
to  three  variables — the  quantity  of  money,  the  circula¬ 
tion  of  notes,  and  the  amount  of  deposits. 

These  variables  are,  however,  not  entirely  independent. 
The  amount  of  the  notes  and  deposits  is  commonly  regu¬ 
lated,  given  a  certain  quantity  of  money,  by  the  terms 
on  which  the  banks  make  advances.  These  terms  thus 
become  an  independent  factor  in  the  settlement  of  prices. 
Hence,  on  the  aforesaid  assumption,  the  determination 
of  the  general  level  of  prices  might  be  traced  to  two 
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factors:  the  terms  of  bank- advances  and  the  quantity  of 
money  in  circulation.  But  since  under  a  gold  standard 
the  amount  of  money  in  circulation  is  not  an  independent 
variable,  but  is  to  be  related  to  the  total  quantity  of  gold, 
we  reach  the  result  that  the  fluctuations  of  the  general 
level  of  prices  are,  if  the  real  exchange  is  not  altered, 
determined  by  the  total  quantity  of  gold  and  the  terms  of 
the  bank- advances  as  well  as  the  effectiveness  of  the  media 
of  payment.  This  result  is  best  formulated  by  returning 
to  the  original  formula  of  the  quantity  theory  and  taking 
M  in  the  equation  TP  =  MV  to  mean  the  total  quantity 
of  gold  and  V  the  total  paying  capacity  in  the  unit- 
period  per  unit  of  this  quantity  of  gold.  The  most 
important  factors  in  this  relative  paying  capacity  are, 
clearly,  the  more  or  less  extensive  use  of  bank  media  of 
pavment  and  the  associated  use  of  the  gold  reserves  of 
the  banks  and  of  the  entire  supply  of  gold  for  purposes 
of  payment.  These  two  factors  are  at  all  times  essentially 
determined  by  the  terms  of  the  bank-advances.  We 
must  also  take  into  account  the  fluctuations  in  the  use 
of  the  various  media  of  payment.  If  the  said  relative 
paying  capacity  is  the  same  in  the  two  cases  to  be 
considered,  it  follows  that  the  general  level  of  prices  is 
proportional  to  the  total  supply  of  gold. 

We  will  not  attempt  to  pronounce  at  this  stage  as  to 
the  soundness  of  the  principles  formulated  in  this  section. 
What  we  had  to  do  here  was  to  make  quite  clear  what  the 
substance  of  the  quantity  theory  is  under  various  assump¬ 
tions,  or,  to  put  it  more  accurately,  perhaps,  logically 
must  be,  if  the  theory  is  to  have  any  definite  meaning. 
With  this  reservation  we  will  now  carry  a  step  further 
our  analysis  of  the  theory. 

In  its  classical  form  it  connects  the  value  of  money 
with  the  extent  of  payments.  We  have  given  the  theory 
here  in  this  form.  But  this  way  of  looking  at  the  matter 
is  not  necessary.  We  can  also  consider  the  value  of 
money  in  its  connection  with  the  demand  for  cash,  for 
money,  at  the  time.  There  is  between  the  two  methods 
a  difference  in  regard  to  the  temporal  limitation  of  the 
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problem:  the  amount  of  the  payments  is  necessarily 
related  to  a  certain  period ,  and  the  demand  for  cash 
to  a  point  of  time.  For  a  theory  which  sets  out  to 
explain  the  dependence  of  the  value  of  money  upon  its 
quantity  it  is  quite  natural  to  have  in  mind  a  definite 
moment,  for  the  quantity  of  money  itself  is  bound  up 
conceptionally  with  a  definite  point  in  time.  In  order  to 
be  able  to  effect  a  certain  amount  of  payments  in  a 
certain  unit-period  the  system  of  exchange  needs,  given 
certain  customs  of  payment,  a  certain  store  of  cash  at 
the  beginning  of  the  period.  There  is,  therefore,  a 
definite  connection  between  the  demand  for  money 
at  one  moment  and  the  payments  effected  in  the 
following  unit- period,  and  it  is  quite  natural  for  the 
theory  of  the  value  of  money  to  be  able  to  start  either 
from  the  demand  for  money  or  its  paying  capacity. 

Hence  if  we  wish  to  study  the  value  of  money  in 
connection  with  the  demand  for  money,  it  is  natural  to 
treat  the  problem  as  we  have  treated  the  general  problem 
of  the  fixing  of  prices  (Chapter  IV.).  The  variable  to  be 
determined  is  in  the  present  case  the  general  level  of 
prices,  which  we  call  P.  This  variable  is  for  them  oment 
taken  for  granted.  Thereby  the  general  problem  of  the 
fixing  of  prices  is  solved;  prices  are  now  determined  as 
regards  their  absolute  amounts.  From  the  standpoint 
of  the  fixing  of  prices  the  demand  for  money  is  then 
determined.  We  assume  that  this  demand  is,  all  things 
being  equal,  proportionate  to  the  general  level  of  prices. 
This  means  that,  if  two  independent  cases  are  compared, 
when  all  the  other  factors  which  influence  the  demand 
for  money  are  the  same,  the  demand  is  in  direct  propor¬ 
tion  to  the  general  level  of  prices.  The  demand  may 
then  be  described  as  the  product  of  two  factors:  the 
general  level  of  prices  and  the  demand  for  money  at  a 
price-level  selected  as  unit. 

This  demand  for  money  at  the  unit  price-level  is  a 
variable  independent  of  the  price-level,  and  depends  in 
the  first  place  upon  the  extent  of  the  real  exchange  T, 
or  the  exchange  measured  in  money  at  the  unit- prices, 
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and  is  proportional  to  this.  Given  a  certain  quantity  of 
the  real  exchange  in  the  unit- period— this  quantity,  we 
may  call  I — the  demand  for  money  at  the  beginning  of 
the  period  is  determined  by  the  stage  of  development  and 
the  organisation  of  the  monetary  system.  This  demand 
at  price  level  i  and  real  exchange  i  we  will  call  the  relative 
demand  for  money,  and  express  it  as  R.  Hence  R  is 
equal  to  the  demand  for  money  at  a  certain  point  of  time 
per  unit  of  the  work  of  payment  in  the  subsequent 
unit- period.  Generally  speaking,  the  demand  for  money 
at  any  given  moment  is  equal  to  the  total  work  of  pay¬ 
ment  in  the  subsequent  unit-period,  or  TP  multiplied 
by  the  relative  demand  for  money  R,  and  is  consequently 
equal  to  the  product  RTP. 

The  causes  of  this  relative  demand  for  money  have 
been  thoroughly  studied  in  the  previous  chapter.  The 
relative  demand  for  cash  depends,  according  to  the  results 
we  reached  there,  upon  the  concentration  of  the  cash 
in  the  banks  and  the  displacement  of  money  by  bank¬ 
notes  in  private  supplies.  We  found  that  the  relative 
demand  for  money  is  reduced  at  higher  stages.  At  a 
given  time  and  in  a  given  country,  however,  this  relative 
demand  for  money  may  be  taken  for  granted. 

When  the  demand  for  money  is  definite,  equilibrium 
requires  that  the  demand  be  equal  to  the  total  existing 
amount  of  money  M,  or  RTP  =  M.  This  equation 
suffices  to  determine  the  unknown,  the  general  level  of 
prices.  Thus  the  general  level  of  prices  is  represented  in 
its  dependence  upon  the  quantity  of  money  and  the 
relative  demand  for  it;  and  it  is  found  by  comparing  two 
independent  cases,  in  which  R  and  T  are  unchanged,  that 
the  general  level  of  prices  is  directly  proportional  to  the 
quantity  of  money.  This  result  brings  us  back  to  the 
quantity  theory. 

If  we  now  compare  the  equation  for  settling  the  general 
level  of  prices  which  we  have  reached  with  the  previous 

equation  TP  =  MV,  we  find  that  R=y,  or,  to  put  it 

differently,  that  the  demand  for  money  per  unit  of  the 
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work  of  payment  in  the  unit- period  is  equal  to  the 
reciprocal  value  of  the  rapidity  of  circulation  of  the 
money,  and  therefore  the  reciprocal  value  of  the  work 
of  payment  of  the  unit  of  the  quantity  of  money  in 
the  unit- period,  which  is  really  self-evident.  Hence  the 
two  equations  we  have  given  for  determining  the  general 
level  of  prices  are  identical,  which  is,  of  course,  inevitable, 
as  an  unknown  can  only  be  determined  by  one  equation. 

The  equation  which  states  that  the  demand  for 
money  is  equal  to  the  supply  only  determines  the  level 
of  prices  if  the  quantity  of  money  can  be  taken  as  definite. 
But  under  a  gold  standard  the  quantity  of  money  is  not 
sharply  separated  from  the  amount  of  gold.  To  trace 
the  general  level  of  prices  to  objective  factors  we  must 
compare  the  total  demand  for  money  with  the  total 
quantity  of  gold.  We  have,  therefore,  to  proceed  as 
follows:  We  take  the  general  level  of  prices  for  granted. 
All  prices  are  thus  settled,  and  the  demand  for  gold  for 
industrial  purposes  is  then  clearly  determined,  as  is  also  the 
monetary  demand  for  gold,  and  thus  the  total  demand 
for  gold.  Now,  this  must  be  equal  to  the  total  supply  of 
gold,  and  the  general  level  of  prices  is  determined  by  this 
equation.  In  order  to  keep  the  quantity  theory  intact, 
it  may  be  assumed  here  that  the  industrial  as  well  as  the 
monetary  demand  for  gold  is  proportional  to  the  general 
level  of  prices.  If  this  is  the  case,  it  is  clear  that  the  total 
demand  for  gold  is  proportional  to  the  general  level  of 
prices,  and,  as  this  demand  must  be  equal  to  the  total 
supply,  the  general  level  of  prices  is  proportional  to  the 
total  supply  of  gold;  which  again  agrees  with  the  results 
we  obtained  previously. 

The  assumption  that  the  non- monetary  demand  for 
gold  is  proportional  to  the  general  level  of  prices,  and  that 
therefore  the  demand  for  gold  is  in  inverse  proportion  to 
the  price,  is  not  in  itself  improbable.  For  when  the  gold 
is  used  for  making  ornaments,  it  is  mainly  desired  on 
account  of  its  value,  not  its  amount.  Hence  the  unit- 
value  of  the  gold  must,  other  things  being  equal,  be  in 
inverse  proportion  to  the  total  quantity  of  gold.  When 
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it  has  been  assumed  that  the  monetary  demand  for  gold 
grows  in  proportion  to  the  general  level  of  prices,-  the 
assumption  that  even  the  industrial  demand  for  gold  is 
proportional  to  the  general  level  of  prices  clearly  means 
only  that  the  proportion  of  the  monetary  and  industrial 
demands  is  independent  of  the  general  level  of  prices; 
in  other  words,  that  the  quantity  of  gold  is  distributed 
in  the  same  proportion  between  the  two  chief  uses  of  it, 
independently  of  the  size  of  the  total  amount  of  gold. 
We  must,  however,  bear  in  mind  that  for  the  integrity 
of  the  quantity  theory  it  is  enough  to  assume  that  the 
total  demand  for  gold  is  proportional  to  the  general  level 
of  prices,  and  leave  open  the  possibility  of  variations  in 
the  monetary  and  the  industrial  demand. 

§  51.  The  Effect  of  Fluctuations  of  the  Quantity 
of  Money. 

For  practical  monetary  policy  the  theory  of  the  value 
of  money  has  an  immediate  importance,  mainly  in  so  far 
as  it  is  able  to  explain  how  fluctuations  of  the  quantity 
of  money  affect  the  general  level  of  prices.  Since  John 
Stuart  Mill’s  time  it  is  customary  in  economic  education 
to  represent  the  effect  of  an  increase  of  the  quantity  of 
money  in  the  popular  formula :  “  If  the  whole  money  in 
circulation  was  doubled,  prices  would  be  doubled.’* 
This  principle  is  clearly  not  in  the  range  of  the  results 
of  our  analysis  of  the  quantity  theory  up  to  the  present. 
For  here  it  is  assumed  that  a  sudden  increase  of  money 
occurs  in  a  given  national  economy,  and  a  definite  state¬ 
ment  is  made  in  regard  to  the  effect  of  this  change. 
Thus  from  a  comparison  of  two  given  and  independent 
cases  we  come  to  a  question  in  which  the  inner  connection 
of  the  entire  process  of  the  national  economy  must  be 
taken  into  consideration;  we  pass,  in  other  words,  from  a 
problem  of  statics  to  a  problem  of  dynamics. 

In  the  cited  formulation  of  the  quantity  theory  it  is 
necessarily  assumed  that  all  the  other  factors  remain 
unchanged,  and  this  assumption  is  generally  made  with- 

•  Principles  of  Political  Economy,  Book  III.,  ch.  viii.,  §  2. 
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out  giving  an y  consideration  to  the  question  whether  it  is 
justified  in  this  case.  But  clearly  we  are  bound  to 
suppose  that  an  increase  of  money  may  have  an  effect 
also  upon  “  the  other  factors,”  especially  upon  the 
rapidity  of  circulation  of  money  and  the  ratio  of  bank 
media  of  payment  and  cash,  possibly  even  upon  the 
exchange  of  commodities.  Hence  the  formula  ceteris 
paribus  is  here  absolutely  unwarranted.  To  preach  the 
quantity  theory  with  this  formula  is  to  divert  attention 
from  the  essential  process,  and  it  certainly  does  not  tend 
to  promote  education  in  sound  scientific  criticism. 

As  long  as  we  consider  two  different  and  independent 
cases,  as  we  have  done  in  the  preceding  section,  the 
assumption  that  the  “  other  factors  ”  remain  the  same  is, 
naturally,  justified,  because  we  can  choose  the  cases  for 
comparison  as  we  will.  But  if  in  a  given  case  we  suppose 
that  the  quantity  of  money  is  suddenly  increased,  we 
are  not  justified  in  making  any  assumptions  we  please 
about  the  new  situation  which  arises.  What  we  may 
assume  is  that  no  new  disturbing  factors  come  from 
without,  but  we  must  make  no  further  assumptions  as 
to  the  effect  of  the  supposed  increase  of  the  quantity  of 
money,  for  it  is  precisely  that  effect  we  have  to  study. 

When  we  pass  from  the  static  to  the  dynamic  treat¬ 
ment  of  the  problem  of  the  dependence  of  the  value  of 
gold  upon  its  quantity,  we  confront  difficulties  of  an 
entirely  new  order,  and  the  methods  that  have  hitherto 
been  used  are  not  competent  to  overcome  them.  Even 
in  our  treatment  of  the  static  aspect  of  the  problem  of 
the  value  of  money  we  have  found  that  the  quantity 
theory  is  not  quite  so  self-evident  as  it  is  sometimes 
supposed  to  be;  that,  on  the  contrary,  it  is  necessary  to 
prop  up  the  theory  with  assumptions,  and  that  these 
assumptions,  though  not  in  themselves  improbable, 
require  an  investigation  that  lies  outside  the  range  of 
purely  theoretical  treatment  and  must  be  based  upon  the 
facts  of  the  economic  life.  The  resources  of  pure  theory 
are  still  more  inadequate  when  we  turn  to  the  dynamic 
problem.  What  effects  an  increase  of  the  quantity  of 
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money  has  upon  the  rapidity  of  circulation  of  the  money, 
the  extension  of  the  use  of  bank  media  of  payment,  or 
the  proportions  of  the  real  exchange,  and  therefore  what 
the  ultimate  effect  upon  the  general  level  of  prices  will 
be,  are  questions  which  do  not  yield  to  the  resources  of 
the  theory. 

When  one  tries  to  form  an  idea  of  the  direct  effects 
of  an  increase  of  the  quantity  of  money  on  the  assumption 
that  no  other  independent  changes  come  into  play,  it  is 
natural  to  suppose  that  there  will  be  a  curtailment  of  the 
rapidity  of  circulation  of  the  money,  a  relative  increase  in 
the  use  of  cash  as  compared  with  the  use  of  bank  media  of 
payment,  and  an  enlargement  of  the  cash  reserves  at  the 
banks — possibly  also  a  greater  animation  of  business.  But 
all  these  are  effects  which  culminate  in  an  increase  of  the 
demand  for  money,  and  therefore  provide  a  counterpoise 
to  the  increase  of  its  quantity.  If  the  demand  is  thus 
increased  to  the  same  extent  as  the  quantity,  it  is  clear 
that  the  effect  of  increasing  the  quantity  is  entirely 
counterbalanced,  and  there  is  no  room  for  that  action 
upon  prices  which  the  quantity  theory  assumes.  If  the 
increase  in  the  demand  is  not  so  large,  an  advance  of 
prices  is  to  be  expected,  but  not  to  the  extent  demanded 
by  the  simple  quantity  theory.  The  opponents  of  the 
quantity  theory  have  repeatedly  pointed  out  effects  of 
this  nature,  which  must  follow  an  increase  of  money,  and 
they  have  insisted  that  these  effects  are  too  important 
to  be  ignored,  and  that  in  reality  they  must  always 
traverse  the  effect  of  an  increase  in  the  quantity  of  money 
as  stated  by  the  quantity  theory.  From  this  it  has  been 
inferred  that  the  whole  theory  must  be  rejected  as  a 
theoretical  speculation  of  no  practical  import.  The 
defence  of  the  theory  against  these  attacks  has  generally 
been  very  feeble.  Even  Fisher,  who  so  strongly  advo¬ 
cates  the  quantity  theory  as  a  self-evident  truth  that 
hardly  admits  of  any  doubt,  has  not  succeeded  in  repre¬ 
senting  the  effects  in  question  of  an  increase  in  the 
quantity  of  money  as  temporary  disturbances  of  no  great 
moment,  and,  although  he  brings  many  valuable  observa- 
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tions  to  the  support  of  this  view,  he  is  prevented  by  his 
own  method  from  even  approximately  appreciating  the 
magnitude  and  permanence  of  such  effects.  In  the 
circumstances  it  is  an  open  question  how  far  the  quantity 
theory  has  any  practical  bearing. 

It  is  clearly  beyond  the  resources  of  theory  to  express 
in  quantitative  formulae  the  effects  we  suppose  of  an 
increase  of  money.  It  is  equally  impossible  for  theory 
to  answer  the  question  how  far  these  effects  extend  into 
the  future.  At  the  most  we  may  say  that  it  is  probable 
that  their  immediate  effect  is  raramount,  that  they 
gradually  lose  their  force,  and  th-.c,  therefore,  an  increase 
in  the  quantity  of  money  will  in  the  course  of  time  lead 
to  an  advance  of  prices  in  harmony  with  the  quantity 
theory.  For  if  the  effects  in  question  are  merely  the 
result  of  a  transition,  and  the  quantity  theory  holds  good 
for  two  quite  independent  cases,  it  is  to  be  expected  that 
the  prediction  of  the  theory  will  be  all  the  more  surely 
realised  the  longer  the  period  of  transition  is,  and  the 
more  the  two  cases  to  be  compared  can  be  regarded  as 
independent  of  each  other.  These  statements,  however, 
have  no  real  force  as  proof.  They  merely  show  how 
necessary  it  is  to  treat  the  whole  theory  of  the  value  of 
money  empirically  on  the  basis  of  facts  systematically  put 
together  for  the  purpose. 

An  inquiry  of  this  sort  has  first  to  establish  the  changes 
in  the  general  level  of  prices  for  a  certain  period  and  then 
try  to  analyse  the  probable  causes  of  these  changes. 
For  this  we  have  to  find  the  available  statistical  data  as 
to  the  quantity  of  money,  the  displacement  of  it  by  the 
use  of  bank  media  of  payment,  and  the  extent  of  the  real 
exchange,  and  to  compare  these  properly  with  the 
general  level  of  prices.  The  inquiry  must  be  conducted 
with  a  special  regard  to  the  gold  standard,  which  is  by 
far  the  most  important  case  in  the  modern  world- 
economy.  As  under  a  gold  standard  the  quantity  of 
money  is  not  sharply  marked  off  from  the  quantity  of 
gold,  and  is  therefore  not  an  independent  magnitude, 
it  is  necessary,  as  we  have  said,  to  compare  the  develop- 
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ment  of  the  general  level  of  prices  with  the  development 
of  the  total  quantity  of  money  in  order  to  test  how  far  the 
changes  in  the  general  level  of  prices  can  be  traced  to 
changes  in  the  quantity  of  money,  and  what  variations 
of  the  general  level  of  prices  remain  to  be  explained  by 
the  action  of  the  other  variables  in  the  problem. 

That  will  be  the  course  of  the  following  inquiries. 
First,  therefore,  we  have  to  consider  the  methods  of 
ascertaining  the  changes  in  the  general  level  of  prices. 

§  52.  Measuring  the  Price-Level  by  Index  Figures. 

The  constant  movement  of  prices  may  take  the  form 
either  of  a  change  of  all  prices  (or  at  least  the  greater  part 
of  them)  in  one  and  the  same  direction,  or  a  number  of 
changes  of  different  prices  relatively  to  each  other 
without  any  appreciable  shifting  of  prices  in  general 
in  a  definite  direction.  It  is  only  the  first  type  which  we 
regard  here  as  a  change  in  the  value  of  money;  movements 
of  the  second  type  are  obviously  possible  without  any 
change  in  the  value  of  money.  In  point  of  fact,  the  two 
kinds  of  movements  always  occur  simultaneously.  But 
in  a  study  of  the  value  of  money  it  is  necessary  to  dis¬ 
tinguish  between  the  two,  and  ascertain  whether  and 
to  what  extent  there  has  been  a  general  shifting  of  prices 
in  a  definite  direction  or,  to  borrow  a  figure  from  the 
science  of  mechanics,  a  shifting  of  the  centre  of  gravity  of 
the  prices.  This  is  the  task  we  try  to  accomplish  by 
getting  out  index  figures  for  the  general  level  of  prices. 

In  order  to  make  an  index  for  these  general  and 
one-sided  movements  of  prices,  and  therefore  for  the 
general  level  of  prices,  we  have  first  to  select  a  group  of 
representative  prices,  as  it  is  clear  that  we  cannot  possibly 
take  all  prices  into  consideration  in  such  a  calculation. 
We  must  further  confine  ourselves  to  typical  standard 
articles,  for  which  a  practically  unchangeable  quality  may 
be  postulated.  This  condition  at  once  excludes  retail 
prices,  because,  amongst  other  reasons,  the  conditions 
of  sale  (sending  out  the  goods,  credit,  etc.)  vary  con¬ 
siderably.  Generally  speaking,  we  must  avoid  the  prices 
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of  finished  products,  as  they  generally  vary  a  good  deal 
in  quality.  Non-material  utilities  cannot,  as  a  rule,  be 
taken  into  consideration.  Rents,  for  instance,  even  when 
paid  for  the  same  house,  are  the  price  of  a  utility  of  very 
varying  real  substance,  as  the  locality  may  be  more  or 
less  modern,  central,  easy  of  access,  etc.  Wages  must  not 
be  taken  into  account,  because,  as  the  share  of  the  worker 
in  the  total  amount  of  the  national  production,  they 
normally  rise,  even  when  the  prices  of  commodities  do 
not,  in  an  advancing  economy.  We  must  therefore 
confine  ourselves  to  a  consideration  of  the  wholesale 
prices  of  the  chief  articles  of  world- trade. 

In  order  to  get  an  idea  of  the  movements  of  the 
general  level  of  prices  expressed  in  gold  from  the  middle 
of  the  nineteenth  century  to  the  outbreak  of  the  war,  we 
shall  probably  find  Sauerbeck’s  index  sufficiently  reliable. 
We  give  the  preference  to  English  figures  in  this  con¬ 
nection  for  three  reasons.  First,  because  in  the  period 
with  which  we  are  concerned,  since  the  middle  of  the 
nineteenth  century,  England  was  in  the  main  a  free-trade 
country.  Secondly,  the  English  market  during  this 
period  was  above  all  others  the  world-market  of  com¬ 
merce.  Thirdly,  England  maintained  an  effective  gold 
standard  throughout  the  period.  This  last  circum¬ 
stance  is,  naturally,  of  decisive  importance  in  connection 
with  the  question  with  which  we  are  chiefly  concerned — 
the  influence  of  the  world-supply  of  gold  upon  the  value 
of  money  under  a  gold  standard. 

For  these  reasons  we  take  Sauerbeck’s  index  figures 
as  the  basis  for  the  following  inquiries.*  In  order  to  get 
an  approximate  idea  of  the  development  of  the  general 
level  of  prices  throughout  the  whole  of  the  nineteenth 
century  we  will  add  to  the  series  of  Sauerbeck’s  index 
figures,  which  begins  at  the  year  1846,  the  figures  which 
jevons  compiled  for  the  period  1 800-1 845. t  Jevons’s 
index  figures  extend  as  far  as  1865.  Hence  the  two  series 
overlap  for  the  twenty- year  period  1846-1865.  The 

*  They  are  given  in  the  Appendix,  Table  I. 

t  Wholesale  and  Retail  Prices  (1903),  p.  450, 
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Fig.  i. — Index-Curve  of  Prices  1800-1010. 
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average  figure  for  this  period  is  in  Jevons  75*3,  in  Sauer¬ 
beck  93-1.  Perhaps  the  two  series  may  best  be  put 
together  on  a  single  diagram,  if  we  choose  a  scale  that 
will  bring  these  average  figures  into  agreement. 

When  we  study  the  Sauerbeck  index  figures  we  are 
struck  at  seeing  that  the  general  level  of  prices  was  nearly 
the  same  height  in  the  years  1850  and  1910.  The  index 
figure  for  1850  is  77,  that  for  1910  is  78.  In  such  a  com¬ 
parison,  however,  it  is  important  that  we  do  not  simply 
take  two  isolated  years,  but  consider  also  the  subsequent 
years.  We  find  that  the  average  of  the  index-figures 
for  the  four  years  1848-1851,  which  follow  the  crisis  of 
1847,  is  76,  while  the  corresponding  average  for  the  four 
years  after  the  crisis  of  1907  (or  for  1908-1911)  runs  to 
y6\.  Thus  the  agreement  between  the  general  level 
of  prices  in  the  year  1850  and  the  same  in  the  year  1910 
is  very  marked.  We  take  this  common  level  as  the  normal 
level,  and  call  it  100.  The  scale  of  Jevons’s  index  is  so 
adjusted  to  this  scale  that  the  average  figures  for  the 
period  1846-1865  suit  both  series. 

Our  diagram  (Fig.  1)  has  been  constructed  on  this 
basis.  All  the  figures  for  the  general  level  of  prices  are 
expressed  in  percentages  of  the  normal  level,  which 
corresponds  to  Sauerbeck’s  76. 

§  53.  Price-Level  and  Relative  Quantity  of  Gold. 

We  have  found  that  the  analysis  of  the  factors  which 
cause  changes  in  the  general  level  of  prices,  when  we  take 
the  gold  standard  into  consideration,  cannot  stop  at  the 
quantity  of  money,  but  must  go  on  to  the  whole  quantity 
of  gold  in  the  world.  Here,  therefore,  it  is  first  necessary 
to  make  a  general  survey  of  the  development  of  the  world- 
supply  of  gold.  The  entire  supply  in  the  year  1850  may 
be  put  at  10,000,000,000  marks.  If  Lexis  is  approxi¬ 
mately  correct  in  putting  the  entire  supply  for  the  year 
1848  at  9,560,000,000  marks,*  the  above  figure  may  be 

*  Haniworterbuch  der  Staatswissenschaften  (II.  Aufl.),  article  “  Gold 
und  Goldwahrung,” 
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accepted  for  1850  (at  the  end  of  the  pear).  In  calculating 
the  subsequent  increase  of  the  gold-supply  we  must, 
according  to  Lexis,  assume  a  total  yearly  loss  of  2  per 
1,000  of  the  total  supply  at  that  time.  Production  has 
been  taken  into  account  for  the  period  from  1851-1875 
in  five-year  totals  and  for  the  later  period  in  annual 
returns  (according  to  Helfferich  and  the  Statistisches 
Jahrbuch  fur  das  Deutsche  Reich).  For  the  five-year 
periods  the  loss  from  wear  is  taken  as  equal  to  1  per  cent, 
of  the  total  supply  at  the  beginning  of  the  period.  After 
1875  the  annual  ioss  of  gold  is  put  at  2  per  1,000  of  the 
supply  at  the  beginning  of  the  year.  For  the  period 
before  1850  production  is,  for  the  sake  of  continuity, 
taken  off  in  ten-year  periods  from  the  gold- supply  in 
1850,  2  per  cent,  for  each  period  of  the  supply  at  the 
beginning  of  the  period,  and  2  per  cent,  of  the  half 
production  of  the  period,  being  added  to  the  supply 
at  the  beginning  of  the  period.  The  figure  we  get 
in  this  way  for  1800  (7,535,000,000  marks)  is  rather 
lower  than  the  figure  given  by  Lexis  (7,940,000,000 
marks),  but  the  difference  is  of  no  consequence.  For 
1890  Lexis  adopted  the  figure  of  28,560,000,000  marks, 
whereas  our  calculation  gives  the  figure  of  28,775,000,000 
marks. 

The  result  of  our  calculations  is  given  in  the  Appendix, 
Table  II.  (“The  World’s  Gold-Supply”)  under  the 
title  “  Actual  Quantity  of  Gold,”  and  is  graphically 
shown  here  in  a  diagram  (Fig.  2).  On  our  method  of 
calculation  the  figure  for  each  year  gives  the  gold- supply 
at  the  end  of  the  year. 

We  find  that  the  actual  gold-supply  for  1850-1910 
rose  from  10,000,000,000  to  52,000,000,000  marks,  or 
was  multiplied  5-2  times  in  sixty  years.  This  rise 
means  an  average  annual  rise  of  2-79  per  cent.,  or,  in 
round  numbers,  2-8  per  cent.  Hence  if  the  gold-supply 
had  increased  annually  from  1850  onward  by  2-8  per 
cent.,  it  would  by  1910  have  risen  to  the  effective  gold- 
supply  of  that  year. 

Passing  on  now  to  compare  the  evolution  of  the 
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general  level  of  prices  for  a  longer  period  with  the  con¬ 
temporaneous  increase  in  the  world’s  gold- supply,  we 
have  first  to  notice  that  the  general  economic  develop 


Fig.  2.— Actual  Normal  - ,  and  Relative 

- Gold-Supply  of  the  World. 


ment  makes  room  for  a  certain  increase  of  the  gold- 
supply,  and  that  this  increase  cannot  be  a  cause  of  changes 
in  the  general  level  of  prices.  To  ascertain  the  effects 
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of  the  variations  of  the  gold-supply  upon  the  general 
level  of  prices  we  must  first  know  what  increase  of  the 
gold-supply  was  necessitated  by  the  general  economic 
development  during  the  period  in  question.  For  this 
purpose  it  will  be  an  advantage  if  we  can  select  the  period 
in  such  wise  that  the  general  level  of  prices  is  the  same  at 
the  beginning  and  the  end  of  it.  For  in  that  case  the 
increase  of  the  gold-supply  during  the  period  as  a  whole 
has  clearly  had  no  influence  on  the  general  level  of  prices, 
and  the  increase  merely  corresponds  with  the  increase 
of  the  gold-supply  necessitated  by  the  general  economic 
development. 

These  conditions  are,  as  we  found  in  the  preceding 
section,  fortunately  realised  in  the  period  1850-1910. 
The  general  level  of  prices  in  1910  was,  taken  practically, 
the  same  as  in  1850.  We  may  conclude  from  this  that 
the  increase  of  the  gold-supply  from  1850-1910  was 
necessary  and  sufficient,  in  view  of  the  economic  develop¬ 
ment,  to  keep  prices  on  the  same  level  in  1910  as  they 
had  been  in  1850.  This  increase  meant,  as  we  found 
above,  an  average  annual  increase  during  the  whole 
period  of,  roundly,  2*8  per  cent.  Now,  if  the  world’s 
gold-supply  had  grown  by  exactly  2'8  per  cent,  during 
each  year  of  the  period,  it  is  clear  that  no  one  could  have 
thought  of  ascribing  the  fluctuations  of  the  general  level 
of  prices  to  fluctuations  of  the  gold-supply.  We  should 
in  that  case  have  had  an  absolutely  uniform  increase  of 
the  world’s  gold- supply,  and  this  increase  would  have 
sufficed  to  keep  prices  at  the  same  level  at  the  end  of  the 
period  as  at  the  beginning.  It  could  then  neither  be 
said  that  the  increase  of  the  gold-supply  was  on  the 
whole  excessive,  nor  that  it  had  by  its  irregularities  caused 
changes  in  the  general  level  of  prices.  Such  a  uniform 
increase  of  the  gold-supply,  leaving  the  general  level  of 
prices  unchanged  at  the  end  of  a  certain  period,  we  may 
call  a  normal  increase  for  the  period  in  question,  and  the 
gold-supply  at  any  particular  point  of  time  in  the  period, 
assuming  a  normal  increase,  may  be  called  the  normal 
gold-supply.  For  the  period  1850-1910  we  get  the 
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normal  gold- supply  by  starting  from  the  initial  supply  of 
10,000,000,000  marks  and  calculating  a  uniform  annual 
increase  of  2*8  per  cent.  The  figures  of  the  normal 
gold-supply  given  in  Table  II.  in  the  Appendix  were 
reached  in  this  way.  (We  get  the  figure  for  any  year 
by  multiplying  the  figure  of  the  preceding  year  by 

<\/  5^2  —  i  *0279*) 

The  normal  gold-supply  calculated  in  this  way  for 
the  period  1850-1910  is  indicated  on  our  diagram  (Fig.  2) 
by  the  continuous  line.  The  calculation  is  carried  back 
as  far  as  1800  by  the  same  formula,  and  the  curve  on  the 
diagram  is  correspondingly  extended. 

It  follows  from  what  we  have  said  that,  as  far  as  the 
changes  in  the  general  level  of  prices  in  the  period  1850- 
1910  may  be  generally  traced  to  changes  in  the  gold- 
supply,  they  may  be  ascribed  entirely  to  the  divergence 
of  the  actual  gold-supply  from  the  normal.  Had  there 
been  no  such  deviations,  there  would,  as  we  said,  have 
been  no  temptation  to  ascribe  changes  in  the  general 
level  of  prices  to  fluctuations  of  the  gold- supply.  We 
need  not  hide  the  fact  that  this  question  is  largely 
a  matter  of  definition.  It  can  always  be  said  that  changes 
in  the  general  level  of  prices,  at  least  as  a  whole,  need  not 
have  occurred  if  the  gold-supply  had  been  kept  at  a 
certain  level.  In  this  way  any  change  in  the  general 
level  of  prices  could  be  traced  to  the  gold-supply.  But 
this  idea  of  causation  would  satisfy  nobody.  If  other 
factors  have  an  influence  on  the  general  level  of  prices, 
and  in  conjunction  with  the  gold-supply  determine  it, 
variations  of  these  factors  are  regarded  as  independent 
causes  of  variations  of  the  general  price-level,  even  when 
their  action  may  be  compensated  for  by  counteracting 
variations  of  the  gold-supply.  If  we  are  to  ascribe  to 
each  of  the  different  factors  a  definite  share  in  the  changes 
of  the  general  price-level,  it  can  only  be  done  by  consider¬ 
ing  a  certain  development  as  normal  for  each  factor  in 
the  period  in  question,  bearing  in  mind  that  the  general 
price- level  must  remain  unchanged  as  long  as  all  the 
factors  remain  normal.  It  is  this  determination  of  the 
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normal  development  which  we  call  a  matter  of  definition. 
And  for  the  development  of  the  gold-supply  it  would  be 
difficult  to  give  a  definition  of  the  normal  which  would 
be  more  natural  than  the  one  we  have  given. 

If  we  agree,  then,  to  regard  an  increase  in  the  gold- 
supply  in  the  period  1850-1910  of  2’8  per  cent,  annually 
as  normal,  in  the  sense  we  have  explained,  we  must 
logically  conceive  every  deviation  of  the  effective  gold- 
supply  from  the  normal  as  fro  tanto  the  cause  of  a  change 
in  the  general  level  of  prices.  On  our  diagram  these 
deviations  of  the  effective  from  the  normal  gold-supply 
are  clearly  shown.  From  1850-1887  the  effective  gold- 
supply  is  above  the  normal;  from  1887-1910  it  is  below. 
In  the  first  period,  therefore,  we  should  expect  a  rise  in 
the  general  level  of  prices  above  the  normal  level,  and  in 
the  second  period  a  fall  below  it. 

In  order  to  be  able  to  compare  the  deviations  of  the 
effective  gold-supply  from  the  normal  directly  with  the 
development  of  the  general  price-level,  we  give  the 
effective  supply  in  percentages  of  the  normal.  The 
ratio  of  the  effective  and  the  normal  gold- supply,  which 
we  call  the  “  relative  gold-supply,”  is  given  in  figures 
in  Table  II.  in  the  Appendix,  and  is  represented  in  the 

diagram  (Fig.  2)  by  the  broken  line  ( - -).  This 

relative  gold-supply  rises,  as  we  see,  about  the  middle  of 
the  sixties  to  a  maximum  of  1*18,  or  18  per  cent,  above 
the  normal  level,  and  falls  in  the  years  1896  and  1897 
to  a  minimum  of  0^92,  or  8  per  cent,  below  the  normal 
level. 

To  get  an  approximate  idea  of  the  gold-supply  before 
1850,  I  have  also  calculated  the  relative  gold-supply  for 
the  first  half  of  the  nineteenth  century  and  indicated  it 
on  the  diagram.  One  must  bear  in  mind,  however, 
that  the  figures  for  this  earlier  period  have  not  the  same 
value  as  the  figures  for  the  later  period,  as  the  normal 
gold-supply  in  the  strict  sense  is  only  defined  for  the 
latter  period. 

Now  let  us  put  together  the  curves  of  the  relative 
gold- supply  and  the  general  level  of  prices  on  a  special 
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diagram  (Fig.  3).  A  single  glance  at  the  diagram  is 
enough  to  recognise  a  general  agreement  between  the 
general  price-level  and  the  relative  gold-supply.  But  it  is 
remarkable  that  the  general  level  of  prices  is  subject  to 
variations  of  two  different  kinds,  which  must  be  dis¬ 
tinguished  as  “  secular  ”  and  “  annual  ”  variations  of  the 
price-level.  The  secular  variations  are,  as  a  rule,  associated 
with  the  contemporary  variations  of  the  relative  gold- 
supply,  although  the  secular  price-level  in  the  period 
1850-1880  is  clearly  rather  higher,  and  in  1890,  perhaps, 
rather  lower,  than  it  ought  to  be  according  to  the  relative 
gold-supply.  In  any  case  our  comparison  is  enough  to 
prove  that  for  the  period  under  consideration  (1850-1910) 
the  main  cause  of  the  secular  variations  of  the  general 
^rice-level  lies  in  the  changes  of  the  relative  gold-supply , 
and  that  the  quantity  theory  is  right  to  the  extent  that 
the  general  price-level,  though  it  is  also  influenced  by 
other  factors,  is  directly  proportional  to  the  relative  gold- 
supply.  This  real  connection  could  not  be  recognised 
as  long  as,  in  comparing  the  general  price-level  with  the 
gold-supply,  writers  were  content  with  vague  surmises 
about  the  sufficiency  or  insufficiency  of  the  gold-supply. 
It  is  only  when  we  settle  the  idea  of  the  normal  gold- 
supply  that  the  question  of  the  dependence  of  the  general 
price-level  upon  the  gold-supply  has  a  definite  meaning, 
and  the  answer  is  at  once  given  by  a  correct  examination 
of  the  facts. 

The  diagram  further  teaches  us  that  the  general  price- 
level  is  also  subject  to  annual  variations ,  but  these  have 
no  connection  with  the  gold-supply.  This  is  a  very  impor¬ 
tant  result:  it  compels  us  to  look  for  the  causes  of  these 
variations  in  other  factors,  and  we  will  proceed  to  do  so. 
Even  on  the  ground  of  general  theoretical  considerations 
we  said  at  an  earlier  stage  that  it  was  probable  that 
variations  in  the  gold-supply  only  show  their  full  effect 
in  proportional  changes  of  the  general  price-level  in  the 
course  of  time,  and  that  at  first  other  forces  would  pre¬ 
dominate.  This  is  now  confirmed.  The  relative  gold- 
supply  mainly  controls  the  secular  fluctuations  of  the 
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Fig.  3. — General  Level  of  Prices  and  Relative  Gold-Supply. 
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general  price-level,  but  it  has  no  influence  on  their 
immediate  movements. 

The  deviations  of  the  relative  gold-supply  from  unity 
show  how  much  of  the  departures  of  the  actual  price- 
level  from  the  normal  may  be  ascribed  to  changes  in  the 
gold-supply.  Of  the  considerable  rise  in  the  general 
price-level  in  the  sixties,  amounting  to  about  30  per 
cent.,  a  rise  of  about  18  per  cent,  can  be  explained  by 
the  abundant  supply  of  gold.  The  much-discussed 
scarcity  of  gold  in  the  nineties  is  responsible  for  a  fall  of 
the  general  price-level  below  the  normal  of  8  per  cent. 
From  the  standpoint  of  the  gold-supply  the  general 
price-level  in  1886-87  ought,  as  the  relative  gold- 
supply  passed  the  value  unity,  to  have  stood  at  a  normal 
level.  This,  however,  would  only  be  the  case  if  the 
secular  variations  of  the  price-level  alone,  apart  from  the 
annual  variations,  were  taken  into  consideration.  The 
years  1886  and  1887  fall  in  a  period  of  depression,  and  it  is 
therefore  to  be  expected  that  the  general  price-level  of 
this  period  will  be  abnormally  low,  as  is  the  case  on  our 
diagram.  But  a  curve  indicating  the  secular  variations 
of  the  price-level  would,  obviously,  cut  across  the  normal 
level  (100),  about  the  year  1886.  This  observation  is 
important  in  the  sense  that  it  shows  that  the  gold-supply 
which  we  have  defined  as  normal  is  normal  in  the  same 
sense  for  the  periods  1850-1886  and  1887-1910;  an  increase 
of  the  gold-supply  by  2-8  per  cent,  annually  would  have 
left  the  secular  price-level  in  both  periods  unchanged. 
Here  we  have  a  good  test  of  the  reliability  of  our  method 
and  our  statistical  material. 

In  regard  to  the  trustworthiness  of  the  material  we 
may  make  the  following  observations.  The  least  reliable 
figure  in  our  statistics  is,  of  course,  the  estimate  of  the 
gold-supply  of  1850  at  10,000,000,000  marks.  If  we 
suppose  that  there  has  been  an  error  of  5  per  cent,  in 
this  calculation,  and  that  the  real  gold-supply  was 
10,500,000,000  marks,  this  would  mean  that  the  normal 
increase  of  the  gold-supply  was  2-72  instead  of  279  per 
cent. ;  which  makes  very  little  difference.  If  we  take  the 
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figure  of  10,000,000,000  marks  for  1850  as  correct,  an 
error  in  the  estimate  of  the  gold-supply  for  1910  of 
1,000,000,000  marks  would  mean  an  error  in  the  growth- 
factor  of  the  normal  supply  of  only  0-03  per  cent,  (for 
instance,  2-82  instead  of  279).  If  we  take  the  curve  of 
the  normal  gold-supply  as  settled,  an  error  in  the  estimate 
of  the  actual  supply  at  any  time  of  100,000,000  marks 
toward  the  end  of  the  period  would  cause  an  error  in  the 
relative  gold-supply  of  2  per  1,000,  and  would  be  of  no 
consequence  whatever.  On  our  diagram  an  error  of  this 
kind  would  entail  only  a  quite  invisible  shifting  of  the 
relative  gold-supply  by  a  fraction  of  a  tenth  of  a  milli¬ 
metre.  We  may,  therefore,  assume  that  the  figure 
2-8  per  cent,  indicates  pretty  accurately  the  real  growth- 
factor  of  the  normal  gold-supply  in  the  period  1850—1910, 
and  that  our  curve  of  the  relative  gold-supply  gives,  on 
the  whole,  an  accurate  picture  of  the  real  development 
of  the  gold-supply. 

For  the  period  before  1850  the  curve  is  merely 
intended  to  indicate  the  general  tendency  of  the  develop¬ 
ment.  This,  however,  is  enough  to  bring  out  the  sharp 
bend  which  the  curve  makes  in  the  year  1850,  thanks  to 
the  great  discoveries  of  gold  about  the  middle  of  the 
century,  and  which  is  accompanied  by  a  strikingly  parallel 
turn  of  the  secular  line  of  the  curve  of  the  general  level  of 
prices,  so  that  the  inner  connection  of  the  two  movements 
is  put  beyond  doubt. 

Even  if  our  figures  were  uncertain  within  somewhat 
broader  limits,  it  seems  decidedly  better  to  give  a  quanti¬ 
tative  representation  of  the  real  condition  of  the  gold- 
supply  by  a  proper  treatment  of  the  available  material 
than  to  appeal  to  vague  feelings  upon  which  it  is  usual 
to  act  in  the  various  manuals,  according  to  bias  in  one  or 
other  direction,  by  piling  up  suitable  adjectives. 

For  the  general  level  of  prices  to  remain  steady  it 
is,  in  accordance  with  what  we  have  said,  necessary  (as 
far  as  the  gold-supply  is  concerned)  that  this  supply  shall 
increase  by  2-8  per  cent,  annually.  It  is  immaterial  what 
size  the  gold-supply  is.  If  for  a  time  it  is  higher  than  the 
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normal,  and  the  general  price-level  is  correspondingly 
above  the  normal,  a  2-8  per  cent,  annual  increase  of  the 
gold-supply  will  keep  the  general  price-level  at  the  same 
height,  but  a  slower  increase  of  the  gold-supply  will 
gradually  depress  the  general  level  of  prices.  On  the 
other  hand,  an  increase  of  more  than  2-8  per  cent,  will 
be  enough  gradually  to  raise  a  price-level  that  has  fallen 
too  low. 

And  as  the  average  annual  loss  of  gold  may  be  put  at 
0-2  per  cent,  of  the  supply,  an  annual  production  of 
3  per  cent,  of  the  supply  at  any  time  is  a  condition  for 
the  maintenance  of  the  general  price-level  unchanged, 


Tear. 

Normal  Gold- 
Supply. 

Normal  Gold- 
Production. 

1910 

52,000 

i,555 

1911 

53451 

1,598 

1912 

54,942 

1,643 

1913 

56475 

1,689 

1914 

58,051 

i,736 

1915 

59,671 

1,784 

1916 

61,336 

i,833 

1917 

63,047 

1,884 

1918 

64,805 

i,936 

1919 

66,611 

1,988 

1920 

68,466 

2,042 

as  far  as  the  gold-supply  is  concerned.  Thus  we  have 
secured  a  firm  basis  for  estimating  the  sufficiency  of  the 
production  of  gold,  a  question  which  is  usually  discussed 
in  vague  general  phrases,  the  gold-output  being  described 
as  “  too  small  ”  or  “  enormous,”  or  an  attempt  being  made 
to  impress  the  reader  by  giving  the  size  of  the  absolute 
figures. 

Our  calculations,  taken  strictly,  only  apply  to  the 
period  1850-1910,  and  cannot  claim  to  be  valid  for  all 
future  time.  It  is  permissible,  however,  to  regard  as 
normal  a  gold-supply  for  the  next  decade  calculated  by 
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the  same  formula.*  We  may  thus  indicate  what  amount 
of  gold-production  would  be  necessary  in  this  period  to 
keep  the  general  price-level  at  normal.  In  the  table  on 
p.  451  we  give  the  normal  gold-supply  and  the  normal 
gold-production  for  the  years  1910— 1920  (figures  in 
millions  of  marks).  The  normal  gold-supply  is  calculated 
by  multiplying  in  each  case  by  the  factor  of  1-0279;  the 
normal  gold-production  is  equal  to  the  growth  of  the 
normal  gold-supply  with  an  addition  of  o-2  per  cent, 
of  the  supply  to  compensate  for  loss. 

The  actual  gold-production  is  at  present  much  higher 
than  the  normal,  as  will  be  seen  from  the  following  table, 
and  the  consequence  must  be  a  rise  in  the  general  level 
of  prices.  The  extent  of  this  rise  is  found  by  calculating 
the  relative  gold-supply. t 


Tear. 

Gold- 

Production. 

Actual  Gold- 
Supply. 

Relative  Gold- 
Supply. 

1910 

m.  m. 

m.m. 

52,003 

m.m. 

1,000 

1911 

1,938 

53,837 

1,007 

1912 

i,9S9 

55,689 

1,014 

We  see  that  the  rise  was  about  7  per  1,000  in  each  of 
the  two  years  191 1  and  1912.  Therefore  the  correspond¬ 
ing  rise  in  the  general  level  of  prices  must  be  put  to  the 
account  of  the  excessive  production  of  gold.  In  reality 
the  rise  in  prices  was  much  greater.  The  Sauerbeck 
index  figures  for  the  years  1909-1912  are  74,  78,  80,  and 
85.  It  appears  that  this  rise  in  prices  is  chiefly  due  to 
other  causes.  There  can  be  no  doubt  that  the  con¬ 
juncture  which  begins  in  1911,  and  is  very  pronounced 
in  1912,  is  mainly  responsible  for  the  rise  in  prices. 

According  to  what  we  have  said,  the  gold-production 

•  I  leave  the  calculations  in  the  form  in  which  they  were  made  before 
the  War. 

t  The  figures  of  gold-production  are  provisional  ( Stat .  Jahrb.  fur 
das  Deutsche  Reich.,  1914). 
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in  1911  and  1912  was  too  high.  But  if  production  had 
remained  at  the  same  level,  it  would  first  become  normal, 
then  below  normal.  The  normal  production,  that  is  to 
say,  increases  by  2-8  per  cent,  every  year.  Already  in 
1918  a  gold-production  of  1,938  million  marks  (the  1911 
production)  would  be  normal,  and  in  1919  the  1912 
production  would  be  inadequate.  As  the  actual  gold- 
production  in  1910  exceeded  the  normal,  and  will  con¬ 
tinue  to  exceed  it  for  several  years  if  it  is  not  altered, 
the  actual  gold-supply  must  exceed  the  normal  in  the 
immediate  future,  and  therefore  an  amount  of  3  per 
cent,  of  the  actual  gold-supply  must  exceed  the  normal 
gold-production  we  have  calculated.  Hence  the  gold- 
production  that  is  required  at  any  time  to  maintain  the 
price-level  unchanged  must  rise  in  the  immediate  future, 
if  the  actual  gold-production  remains  unaltered,  and 
must  soon,  probably  about  1917,  reach  this  effective  gold- 
production.  Then  the  rise  in  prices  must  cease,  and  must 
be  gradually  replaced  by  a  fall  of  the  general  price- 
It  must,  of  course,  be  several  years  before  the  general 
price-level  can  be  brought  back  to  the  normal  level 
of  1910. 

Calculations  of  this  kind  are  useful  in  giving  us  a 
basis  for  estimating  the  sufficiency  of  the  actual  gold- 
supply.  It  was  the  general  opinion  before  the  War  that 
the  gold-supply  was  so  abundant  that  there  could  be  no 
question  of  scarcity  for  an  indefinite  period.  Those  who 
held  this  opinion  forgot  how  considerable  the  requisite 
production  was,  and,  especially,  how  quickly  it  grew.  We 
can  say  nothing  definite  about  the  production  of  gold  in  the 
future.  But  what  we  can  do  and — if  we  want  something 
more  than  vague  sentiments  on  the  question  of  the 
probable  gold-supply — must  do,  is  to  form  a  quantita¬ 
tively  definite  idea  of  the  actual  world-demand  for  gold 
and  of  its  normal  increase.  It  is  only  by  comparing  the 
presumable  gold-supply  with  this  demand  that  we  earn 
the  right  to  pass  an  opinion  upon  the  sufficiency  of  the 
gold-supply. 

We  say  that  a  gold-production  of  3  per  cent,  of  the 
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actual  gold-supply  at  any  time  is  needed  to  keep  the 
general  price-level  unchanged,  and  this  means  that  the 
actual  supply  must,  if  the  price-level  is  to  be  steady, 
be  thirty-three  times  as  large  as  the  year’s  output  of  gold. 
In  literature  on  the  subject  we  repeatedly  find  it  stated 
that  the  general  price-level  is  at  present  fairly  stable 
because  the  gold-supply  that  has  accumulated  for  centuries 
has  grown  to  an  extent  that  is  enormous  in  comparison 
with  the  annual  production;  or,  in  other  words,  that  the 
annual  production  is  insignificant  in  comparison  with  the 
accumulated  supply.  Statements  of  this  kind  are  as 
superficial  as  they  are  misleading.  In  reality  the  stabilisa¬ 
tion  of  the  price-level  does  not,  as  we  saw,  require  that  the 
supply  of  gold  shall  be  “  enormous  ”  in  proportion  to  the 
annual  production,  but  that  it  shall  be  thirty-three  times 
as  large,  neither  more  nor  less.  According  to  the  pre¬ 
vailing  view  the  stability  of  the  general  price-level  ought 
to  be  still  greater  if  the  annual  production  remained  the 
same  and  the  supply  were  twice  as  large  as  it  is.  This  is 
clearly  false,  for  on  this  supposition  the  relative  annual 
production  would  be  only  half  as  large  as  it  now  is,  or 
little  more  than  half  the  normal  annual  production,  and 
the  general  price-level  would  fall  fully  i  per  cent,  yearly 
with  it,  and  so  be  anything  but  stable. 

We  must  bear  in  mind  that  the  results  of  this  section 
refer  mainly  to  the  period  1850-1910  and  the  evolution 
of  the  world- demand  for  gold  during  that  period.  To 
apply  these  results  to  the  future  is  only  possible  on  the 
assumption  that  the  demand  develops  as  it  has  done  during 
the  period  in  question.  But  we  must  point  out  that  it  is 
possible  that  the  experiences  of  the  Great  War  may 
considerably  modify  our  idea  of  the  importance  of  gold, 
especially  as  regards  its  circulation  and  the  great  central 
reserves,  and  that  in  consequence  of  changes  in  the 
demand  on  this  account  there  may  be  appreciable 
changes  in  the  value  of  gold  and  the  general  level  of 
prices. 
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§  54.  Price- Level  and  Cost  of  Production  of  Gold. 

For  classical  economics,  which  gave  the  cost  of  pro¬ 
duction  a  fundamental  position  in  its  theory  of  value,  it 
was  natural  to  try  to  trace  even  the  value  of  money  to 
the  cost  of  production  of  the  precious  metals.  The  ratio 
of  value  of  these  metals  and  the  remaining  commodities 
is  based,  according  to  Adam  Smith,  on  the  ratio  of  the 
amount  of  labour  that  is  required  to  bring  a  certain 
quantity  of  gold  and  silver  into  the  market  and  the  amount 
needed  to  bring  in  a  quantity  of  other  commodities.* 
This  argument,  which  was  also  adopted  by  Ricardo,  as 
he,  in  harmony  with  his  general  theory  of  value,  defined 
the  value  of  the  precious  metals  as  proportional  to  the 
quantity  of  labour  needed  to  produce  them,t  was  com¬ 
bined  by  Mill  with  his  quantity  theory  in  such  wise  that 
he  taught  that  the  quantity  of  gold  does,  in  fact,  control 
the  price  of  gold  on  the  market  at  the  moment,  but  the 
normal  price  must  in  the  end  be  determined  by  the  cost 
of  production  of  gold.J 

This  theory  of  the  determination  of  the  value  of 
money — and  therefore,  under  a  gold  standard,  of  the 
general  price-level — by  the  cost  of  producing  gold,  which 
is  often  put  forward  as  a  self-evident  and  final  solution 
of  the  problem,  has  the  same  defect  as  the  general  theory 
of  cost  of  production.  First,  there  are,  as  a  rule,  no  definite 
costs  of  production.  If,  further,  we  imagine  the  specula¬ 
tive  case  that  gold  could  only  be  produced  at  a  certain 
definite  cost-price,  there  is  no  reason  why  this  price  could 
not  be  lower  than  the  market-price;  if,  that  is  to  say,  the 
resources  of  production  are  sufficiently  limited.  In  that 
case  the  producers,  being  monopolists,  would  make  a 
considerable  profit.  On  the  other  hand,  it  is  just  as 
possible  to  conceive  the  cost  of  production  being  greater 
than  the  market-price,  in  which  case,  clearly,  no  gold  can 
be  produced.  In  reality,  there  is  a  whole  series  of  possi¬ 
bilities  of  production  with  different  costs,  and  the  series 

•  Wealth  of  Nations ,  Book  I.,  ch.  v.,  and  Book  II.,  ch.  ii. 

t  Works  (ed.  McCulloch),  p.  213. 

t  Principles  of  Political  Economy,  ch,  ix.,  §  3. 
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may  be  regarded  practically  as  continuous.  If,  having 
regard  to  this,  the  idea  of  cost  of  production  is  replaced 
by  the  idea  of  “  marginal  cost  of  production,”  we  must 
observe  once  more  that  this  cannot  be  regarded  as  the 
determining  cause  of  the  price,  as  the  extent  of  the 
production,  and  therefore  the  marginal  cost  of  production 
itself,  are  equally  determined  by  the  price.  It  is,  of 
course,  true  that  there  is  a  certain  connection  between  the 
possibilities  of  producing  gold  and  the  value  of  the  gold, 
and  therefore  between  the  possibilities  of  production  and 
the  general  price-level.  When  the  general  price-level 
rises,  the  cost  of  the  production  of  gold  (reckoned  in 
money)  rises,  while  the  nominal  price  of  gold  remains  the 
same.  The  result  is  a  restriction  of  the  possibilities  of 
profitable  production  and  therefore  of  total  production, 
which  leads  to  a  greater  scarcity  of  gold,  and  a  further 
rise  of  the  price- level  is  prevented. 

How,  then,  are  we  to  connect  the  effect  of  the  cost 
of  production  with  the  effect  of  the  existing  gold-supply, 
and  how  is  the  general  level  of  prices  determined  by  the 
combined  influence  of  these  two  factors  ?  The  question 
is  best  answered  if,  consistently  with  our  general  theory 
of  the  settlement  of  prices,  we  regard  the  general  price- 
level  as  an  unknown  quantity  in  the  equation  which 
expresses  that  the  demand  for  gold  must  be  equal 
to  the  existing  supply.  If  the  existing  supply  of  gold 
is  definite,  the  general  level  of  prices  is  settled.  If, 
on  the  other  hand,  the  gold- supply  is  increased  by 
production,  the  conditions  of  production  have  an  in¬ 
fluence  on  the  general  price-level,  which  is  in  our 
equation  brought  into  its  due  connection  with  the 
influence  of  the  demand  and  the  supply.  If,  that  is  to 
say,  the  general  level  of  prices  is  taken  as  settled,  then  the 
demand  for  gold  and  the  extent  of  the  production  and 
supply  of  gold  also  are  determined.  Equilibrium  requires 
that  the  supply  shall  be  equal  to  the  demand,  and  there¬ 
fore  the  quantity  of  gold  must  increase  in  the  same  ratio 
as  the  demand  when  the  price-level  remains  unchanged, 
and  this  settles  the  general  level  of  prices. 
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We  are  now  in  a  position  to  indicate  accurately  the 
influence  of  the  conditions  of  production  upon  the 
general  level  of  prices  and  show  it  in  figures  for  the  present 
time.  If  the  conditions  of  production  are  such  that  on 
the  current  price-level  the  output  of  gold  is  of  such 
volume  that  it  corresponds  to  3  per  cent,  of  the  existing 
supply  at  any  time,  we  have  equilibrium,  and,  as  far  as 
the  gold-supply  is  concerned,  the  general  level  of  prices 
remains  undisturbed.  But  if  the  opportunities  for  pro¬ 
duction  are  so  good  that  the  output  of  gold  on  the 
current  price-level  exceeds  3  per  cent,  of  the  actual  supply 
on  hand,  the  general  price-level  rises,  and  in  a  percentage 
which  corresponds  to  the  extent  to  which  the  ratio  of 
gold- production  and  gold-supply  exceeds  3  per  cent. 
On  the  other  hand,  the  general  price-level  falls  if  the 
conditions  of  production  on  current  prices  do  not  permit 
a  gold- output  of  3  per  cent,  of  the  supply. 

Thus  the  effect  of  the  production  of  gold  upon  the 
general  price-level  is  based  upon  the  quantity  of  gold  that 
can  be  produced  on  the  current  price-level ,  not  on  the 
“  cost  of  production,”  which  is  very  vague. 

The  quantity  of  gold  that  can  be  produced  on  the 
prevailing  prices  at  any  time  naturally  depends  upon  the 
price-level;  it  rises  when  the  price-level  falls,  and  vice 
versa.  As  an  increase  of  the  gold-output  tends  to  bring 
about  a  rise  of  the  general  price-level,  and  vice  versa ,  the 
output  serves  to  some  extent  as  a  regulator  of  the  price- 
level.  It  is  clear  that  this  regulator  will  be  the  more 
effective  the  closer  the  dependence  of  the  gold-output 
upon  the  price-level  is.  The  extent  of  this  dependence 
is  measured  by  the  increase  of  the  gold-output  at  any  time 
in  consequence  of  a  definite  fall  in  prices.  If,  for  instance, 
we  suppose  a  fall  of  prices  of  about  1  per  cent,  would 
cause  an  increase  of  the  gold-output  of  about  2,  3,  or 
5  per  cent.,  the  figures  may  be  taken  as  a  measure  of  the 
extent  to  which  the  gold-output  depends  upon  the 
price-level,  or,  as  we  should  prefer  to  put  it,  of  the 
elasticity  of  the  gold-output.  This  elasticity  is,  therefore, 
the  ratio  of  a  change  in  the  gold-output  brought  about 
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by  a  small  fluctuation  of  the  price-level  and  this  change 
of  prices  itself.  It  is,  on  any  given  price-level,  deter¬ 
mined  by  the  technical  conditions  of  production.  The 
greater  this  elasticity  of  the  gold-output  is,  the  greater 
will  be  the  effect  of  a  change  in  prices  upon  the  output, 
and  the  greater,  consequently,  the  reaction  against  a 
change  of  prices.  Hence  the  stability  of  the  general  level 
of  prices  is  proportionate  to  the  elasticity  of  the  gold- 
output. 

The  War  has  very  greatly  reduced  the  value  of  gold, 
and  this  is  expressed  in  the  fact  that  in  a  country  with  a 
gold  standard,  such  as  the  United  States,  prices  were  more 
than  doubled.  As  a  result  the  production  of  gold  has 
materially  decreased,  but  by  no  means  in  proportion  to  the 
fall  in  value.  Hence  in  this  respect,  at  least,  the  elasticity 
of  the  gold-output  has  proved  very  small.  The  conditions 
of  the  production  of  gold  afford,  as  far  as  we  can  judge 
from  this  experience,  very  little  support  for  the  stability 
of  the  general  level  of  prices  under  a  gold  standard. 

§  55.  Price-Level  and  Bank  Media  of  Payment. 

As  we  have  in  the  preceding  section  determined  the 
effect  of  the  relative  gold-supply  upon  the  general  level 
of  prices,  it  will  be  useful,  in  continuing  our  analysis  of 
the  factors  which  decide  this  price-level,  to  try  to  imagine 
how  the  curve  of  prices  would  have  looked  if  there  had 
been  no  divergence  of  the  effective  gold-supply  from  the 
normal  during  the  period  in  question;  if,  in  other  words, 
the  relative  gold-supply  during  the  whole  period  had  been 
equal  to  1.  Of  this  we  have  an  idea  in  the  following 
diagram  (Fig.  4),  in  which  the  Sauerbeck  index  figures 
divided  by  the  relative  gold-supply  are  indicated  by  the 
thick  line.  The  thin  line  represents  the  general  level  of 
prices  according  to  Sauerbeck.  (For  the  figures  on  which 
it  is  based  see  Table  I.  in  the  Appendix.) 

This  reduced  general  price-level  is,  as  one  can  see, 
much  more  even  in  its  secular  movement  than  the  price- 
level  itself.  The  annual  fluctuations  remain,  however, 
nd  it  is  now  our  business  to  look  for  an  explanation  of 
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them.  Any  man  who  knows  the  history  of  the  general 
economic  “  conjunctures  ”  in  the  period  in  question  will 
see  at  once  that  these  annual  fluctuations  may  be  traced 
to  the  variations  of  the  conjunctures.  In  order  to  bring 
out  this  connection  clearly,  the  years  in  which  a  con¬ 
juncture  reached  its  height  are  indicated  on  the  diagram 
by  a  thick  line.  A  glance  at  the  diagram  shows  that 
the  peaks  of  our  curve  coincide  generally  with  the 
highest  points  of  conjunctures.  The  only  exception  is 
the  year  1882,  in  which,  however,  the  conjuncture  is  not 
very  marked.  Hence  it  is  clear  that  there  is  a  certain 
connection  between  the  conjuncture-perturbations  and 
the  annual  fluctuations  of  the  general  level  of  prices. 
Why  a  conjuncture  leads  to  a  rise  of  prices,  and  a  period 
of  depression  to  a  fall,  is  a  question  which  we  reserve  for 
the  next  Book  (§  71),  where  we  make  a  special  study  of 
conjunctures;  and  we  defer  to  the  same  stage  (§  63)  the 
study  in  detail  of  the  location  of  the  conjunctures. 

But  we  must  state  here  that  economic  conjunctures 
have  clearly  a  definite  influence  upon  the  general  level  of 
prices.  Hence  this  level  is  determined  by  other  economic 
factors  as  well  as  monetary. 

It  has  long  been  a  very  disputed  question  whether 
non-monetary  factors  may  not  influence  the  general 
price-level.  In  opposition  to  the  monetary  theories  of 
the  value  of  money  which  we  have  given  the  objection 
was  always  raised  that  there  are  other  real  economic 
conditions  that  can  influence  the  price-level.  For  in¬ 
stance,  a  general  cheapening  of  the  cost  of  production  by 
the  introduction  of  labour-saving  machinery,  a  general 
reduction  of  the  cost  of  transport  by  the  construction  of 
railways  and  the  evolution  of  the  large  modern  steamship, 
the  competition  of  new  producing  countries  and  cheaper 
labour,  or  any  other  elements  that  make  for  cheapness, 
would  bring  down  the  level  of  prices;  and,  on  the  other 
hand,  the  higher  wages  secured  by  organisations  of  the 
workers,  modern  social  and  tariff  policies,  etc.,  would  send 
prices  up.  Statements  of  this  kind  do  not  deserve  the 
name  of  theories  of  the  value  of  money.  They  entirely 
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overlook  the  fact  that  the  value  of  money  cannot  be 
determined  without  the  co-operation  of  the  decisive 
factors  on  the  side  of  the  money.  A  change  in  the  general 
level  of  prices  always  presupposes  a  corresponding  change 
of  the  entire  payments  performed,  and  therefore  at  least 
changes  in  the  provision  of  means  of  payment  or  in  the 
use  of  the  existing  media.  When  the  co-operation  of  the 
monetary  factors  fails,  when  the  monetary  factors  show 
independent,  perhaps  antagonistic  changes,  the  ultimate 
effect  upon  the  general  price-level  must  be  different. 

It  must  always  be  the  first  aim  of  a  theory  of  the  value 
of  money  to  establish  the  variations  of  the  monetary 
factors  and  make  clear  the  connection  between  these  and 
the  synchronous  fluctuations  of  the  general  price-level. 
We  have  done  this  as  regards  the  secular  variations  in 
showing  the  effect  of  the  gold-supply  upon  the  general 
price-level.  This,  however,  does  not  complete  the 
analysis  of  the  secular  variations.  It  is  only  when  we  take 
into  consideration  the  whole  of  the  monetary  factors 
that  we  can  answer  the  question  how  non-monetary 
general  economic  changes  also  have  co-operated  in  the 
secular  variations  of  the  price-level.  Before  we  proceed 
to  do  this,  we  must  examine  the  annual  variations  of  the 
general  price-level  and  find  how  far  they  are  to  be  attri¬ 
buted  to  monetary  or  other  economic  factors.  We  then 
at  once  discover  the  striking  fact  that  the  economic 
conjunctures — a  group  of  non-monetary  factors — have  a 
decisive  influence  upon  these  annual  variations.  This  by 
no  means  exhausts  the  explanation  of  the  annual  varia¬ 
tions.  Another  question  arises — a  question  that  we  may 
formulate  somewhat  as  follows.  During  rising  conjunc¬ 
tures  the  exchange  of  goods  is,  as  is  well  known,  considerably 
increased,  the  demand  for  means  of  payment  proportion¬ 
ately  increases,  and  the  immediate  effect  would  be  a 
fall  of  prices;  but  if,  nevertheless,  there  is  a  rise  of  prices, 
how  will  this  demand  of  means  of  payment,  augmented 
from  the  two  causes,  be  met  ?  Is  this  satisfaction  of  the 
demand  a  purely  passive  factor,  or  are  there  independent 
causes  determining  the  supply  of  means  of  payment — 
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that  is  to  say,  monetary  factors  which  set  a  limit  to  the 
rising  demand  and  so  counteract  the  influence  of  the 
conjuncture  upon  the  general  price-level  ?  Unless  the 
increased  demand  for  means  of  payment  is  satisfied,  causes 
that  belong  to  other  spheres  will  not  be  able  to  effect  a 
rise  of  prices. 

The  general  answer  to  this  question  can  only  be  that 
during  rising  conjunctures  the  existing  gold-supply  is 
used  more  assiduously  for  purposes  of  payment.  This 
may  happen  in  various  ways.  The  rapidity  of  circulation 
of  gold  coins  may  be  increased.  The  quantity  of  gold 
coins  in  circulation  may  be  augmented  at  the  expense  of 
the  bank-reserves  or  the  entire  monetary  gold-supply 
at  the  expense  of  the  non-monetary.  Most  of  all, 
however,  new  bank  media  of  payment  may  be  created  in 
large  quantities  and  used  more  intensively.  All  these 
changes  are  equivalent  to  an  increase  in  the  paying 
capacity  of  the  existing  gold-supply.  If  we  call  the 
paying  capacity  per  unit  of  the  existing  gold-supply 
the  “relative  paying  capacity,”  we  may  lay  down  the 
principle  that  the  yearly  variations  of  the  general  price- 
level  are  to  be  ascribed  to  changes  in  the  relative  paying 
capacity. 

In  studying  the  effect  of  the  gold-supply  upon  the 
general  price-level  it  was  natural  to  compare  the  existing 
supply  with  the  demand  (§  50).  Here,  where  we  have  to 
determine  how  changes  in  the  paying  capacity  act  upon 
the  general  price-level,  this  paying  capacity  in  relation 
to  a  certain  unit-period  must  be  compared  with  the 
extent  of  the  payments  to  be  effected  in  the  same  period. 
The  sum  total  of  these  payments  is  equal  to  the  product 
TP,  T  being  the  extent  of  the  real  exchange  and  P  the 
general  level  of  prices. 

We  have  no  reliable  figures  as  to  the  variations  of  the 
real  exchange.  But  we  know  that  it  increases  in  rising 
conjunctures,  and  at  a  more  rapid  rate  than  otherwise. 
From  this  we  may  infer  that  the  entire  volume  of  payments 
must  show  a  sharper  rise  than  the  general  price-level  in 
rising  conjunctures.  In  the  cases  where  the  maxima 
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of  the  price-index  and  the  real  exchange  wholly  coincide 
in  point  of  time,  the  increase  of  the  total  volume  of 
payments  must  be  particularly  clear. 

In  order  to  be  able  to  test  these  inferences  we  need 
some  measure  of  the  changes  in  the  total  volume  of  pay¬ 
ments.  In  the  present  state  of  statistical  science,  of 
course,  our  demand  for  such  a  measure  must  not  be 
pressed,  but  we  have  an  index  of  these  changes  that  will 
suit  our  purpose  in  the  clearing-figures  for  the  United 
States  and  England. 

These  figures  may,  on  the  whole,  be  regarded  as  a 
measure  of  payments  by  cheque,  and  in  modern  conditions 
these  represent  by  far  the  greater  part  of  all  payments. 
For  the  United  States  and  the  year  1909  Fisher  has,  as 
we  said  previously,  estimated  cheque-payments  at 
$353,000,000,°00,  and  the  remaining  payments  at 
$34,000,000,000.  Hence  on  this  estimate  the  cheque- 
payments  are  more  than  ten  times  as  large  as  the  remainder. 
And  as  the  other  payments  generally  have  to  follow 
the  movements  of  the  cheque-payments  during  the 
various  conjunctures,  we  may  without  risk  of  appreciable 
error  use  the  cheque-payments  as  an  index  of  the  whole, 
and  therefore  regard  the  clearing-figures  as  an  index  of 
the  whole  of  the  payments  in  the  country  in  question. 
This  is,  of  course,  only  permissible  in  regard  to  fluctuations 
of  the  paying  capacity  within  short  periods,  or  when  we 
study  the  movements  of  the  paying  capacity  in  connec¬ 
tion  with  the  conjuncture-movements. 

In  order  to  get  an  index  of  the  clearing  business  that 
can  be  directly  compared  with  the  curve  of  the  reduced 
price-level,  we  may  divide  the  clearing  figures  by  the 
actual  gold  supply  of  each  year.  In  this  way  we 
eliminate  the  influence  of  the  secular  movements  of  the 
general  price-level  upon  the  clearing  figures,  at  least  in 
so  far  as  these  movements  depend  upon  the  relative 
supply  of  gold.  At  the  same  time,  as  we  shall  see  presently, 
the  rise  of  the  clearing  figures  throughout  a  whole  period 
is  eliminated,  so  that  the  annual  fluctuations  of  the  curve 
of  clearings  may  be  directly  compared  with  the  corre- 
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sponding  fluctuations  of  the  general  price-level.  For  this 
purpose  it  is  merely  necessary  to  give  the  figures  of  the 


clearings  in  percentages  of  a  certain  normal  level.  In 
this  way  the  figures  of  the  London  clearings  for  the 
period  1870-1910*  are  first  divided  by  the  gold-supply 
•  Bulletin  de  la  Statistique  generale  de  la  France ,  t.  i.,  p.  212. 
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Fig.  5. — Index-Curves  of  Clearings:  London  above,  New  York  below. 
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of  each  year,  and  the  results  are  expressed  in  percentages 
of  the  average  for  the  whole  period.  This  average  is 
indicated  by  the  number  100.  The  New  York  figures 
are  treated  in  the  same  way.*  The  result  is  given  in  our 
diagram  (Fig.  5).  (For  the  figures  see  Appendix,  Table  III.). 

For  short  periods  we  may  accept  these  curves  as  an  index 
of  the  volume  of  payments  in  the  countries  in  question. 
The  two  index- curves  show,  on  the  whole,  similar  move¬ 
ments,  although  the  American,  in  accord  with  the 
much  more  pronounced  conjuncture-movements  of  that 
country,  has,  on  the  whole,  more  considerable  fluctuations. 
If  we  now  look  more  closely  at,  for  instance,  the  English 
index  of  payments,  we  find  that  its  rises  always  coincide 
with  rising  conjunctures,  though  the  highest  points  are 
sometimes  earlier  than  those  of  the  conjunctures.  On  the 
whole  the  index  of  payments  exhibits  much  more  pro¬ 
nounced  movements  than  the  reduced  price-level. 
Where  the  highest  point  of  the  index  of  payments  coin¬ 
cides,  as  it  does  in  the  year  1 873  and  1890,  with  the 
highest  point  of  the  conjuncture,  and  agrees  with  the 
maximum  of  the  price-level,  the  rise  of  our  index  also  is 
very  pronounced.  The  index  of  payments  thus  shows 
the  same  movements  as  our  theoretical  considerations 
led  us  to  expect. 

After  this  study  there  can  be  no  doubt  that  the 
occasional  rises  of  the  price-level  which  we  have  con¬ 
sidered  were  enabled  by  a  rise  of  the  paying  capacity 
per  unit  of  the  existing  gold- supply,  and  that  this  in¬ 
creased  paying  capacity  is  caused  for  the  far  greater 
part  by  the  increase  of  bank  means  of  payment  and  the 
more  efficient  use  of  them,  as  well  as  by  the  withdrawal 
of  gold  from  the  bank  reserves  and  the  enhanced  rapidity 
of  circulation  of  the  current  coins.  By  the  action  of  the 
banks,  therefore,  the  public’s  supply  of  means  of  payment 
is  not  merely  increased  in  the  rising  conjuncture  in  the 
same  ratio  as  the  real  exchange,  but  even  more,  and  this 
leads  to  a  general  rise  of  prices.  In  the  succeeding 
depression  the  fall  of  prices  is  determined  by  a  corre- 
•  Statistical  Abstract  of  the  United  States  (1910),  p.  57a 
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sponding  contraction  of  the  supply  of  means  of  payment 
on  the  part  of  the  banks.  And  even  if  all  these 
“  annual  ”  movements  of  the  price-level  are  influenced  also 
by  other  factors,  intrinsic  to  the  conjunctures,  they  are 
at  all  events  only  possible  on  condition  that  the  banks 
suitably  regulate  the  means  of  payment,  and  must  there¬ 
fore  here  be  ascribed  first  of  all  to  this  regulation. 

The  regulation  is  itself  influenced  by  the  conjunctures, 
but  is  by  no  means  entirely  passive  in  regard  to  them. 
On  the  contrary,  it  is,  on  the  whole,  to  be  regarded  as  a 
factor  that  to  some  extent  counteracts  the  conjuncture- 
movements,  and  keeps  them  within  certain  bounds. 
There  is,  therefore,  even  in  regard  to  the  annual  fluctua¬ 
tions  of  the  price-level,  a  factor  on  the  monetary  side  that 
actively  co-operates. 

We  may  point  out  an  incidental  result  of  our  studies 
in  this  section.  A  glance  at  the  diagram  shows  that  the 
English  curve  as  a  whole — that  is  to  say,  apart  from  the 
action  of  the  conjunctures — runs  almost  entirely  hori¬ 
zontally,  and  that  therefore  the  extent  of  the  clearings 
in  London  in  the  period  in  question  increased  at  about  the 
same  average  rate  as,  or  perhaps  a  little  more  rapidly 
than,  the  world’s  gold-supply.  The  synchronous  de¬ 
velopment  of  the  entire  volume  of  payments  of  the  country 
should  be  about  the  same.  We  must,  perhaps,  assume 
that  the  circulation  of  other  means  of  payment  increased 
somewhat  more  slowly,  but,  as  payments  by  cheque  were 
certainly  the  overwhelming  majority  during  the  whole 
period,  this  cannot  have  had  much  influence  on  the 
development  of  the  total  volume  of  payments. 

We  are  now  in  a  position  to  obtain  an  approximate 
idea  of  the  average  increase  of  the  real  exchange  in 
England,  and  consequently  also  of  the  rate  of  the  whole 
economic  development  of  the  country  during  the  period 
in  question.  For  this  we  have  only  to  reduce  the  estab¬ 
lished  rise  in  the  volume  of  payments  to  a  constant  level 
of  prices ;  and  this  can  easily  be  done,  as  we  know  that  the 
secular  price-level  at  the  beginning  of  the  period  stood 
at  30  per  cent,  above  our  normal  level  (§  54),  and  at  the 
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close  of  the  period  coincided  with  the  normal  level. 
The  average  annual  rise  of  the  real  exchange  in  England 
during  the  period  1870-1910  works  out  on  this  principle 
at  3 '05  per  cent.  The  rise  of  the  absolute  gold-supply 
is  then  taken  as  the  basis.  If  we  notice  that  the  increase 
of  the  volume  of  payments  has  been  somewhat  greater,  we 
get  a  figure  that  is,  perhaps,  one  or  two  tenths  of  1  per 
cent,  higher.  This  figure  agrees  very  well  with  our 
general  estimate  of  the  rapidity  of  the  economic  develop¬ 
ment  in  the  Western  world  (§  6). 

In  the  United  States  the  development  was  unquestion¬ 
ably  much  more  rapid,  but  on  account  of  the  variations 
of  standard  it  can  hardly  be  estimated  in  figures  in  the 
same  way.  Certain  other  countries  have  had  a  slower 
development.  It  is,  perhaps,  sound  to  regard  the 
English  development  during  the  period  in  question  as 
an  approximate  average  for  the  whole  world. 

§  56.  Price-Level  and  Demand  for  Gold. 

As  it  is  now  settled  that  the  annual  variations  of  the 
general  price-level  are  explained  by  the  economic  con¬ 
junctures  and  the  elasticity  which  the  banks  give  to  the 
provision  of  means  of  payment,  we  may  confine  our  atten¬ 
tion  to  the  secular  variations  of  prices.  The  general 
agreement  between  these  variations  and  the  correspond¬ 
ing  variations  of  the  relative  gold-supply,  which  we 
established  in  §  53,  is  at  first  sight  to  be  regarded  as  a 
mere  fact.  But  if,  in  accord  with  the  general  theory  of 
quantity  which  we  developed  in  §  50  and  our  analysis 
of  the  effect  which  may  be  attributed  to  the  gold-supply, 
we  assume  that  changes  in  the  relative  gold-supply  of  the 
world  effect  proportionately  large  changes  in  the  prices 
of  world-commerce  expressed  in  gold,  the  secular  move¬ 
ments  of  the  general  price-level  are  substantially  explained. 

It  is  remarkable  that  in  this  way  the  whole  of  the 
changes  in  the  general  price-level  are  traced  to  causes 
which,  in  so  far  as  they  are  of  a  monetary  nature,  belong 
to  the  sphere  of  the  money-supply,  in  this  case  particu¬ 
larly  the  gold- supply.  Have,  then,  the  great  variations 
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in  the  demand  for  gold  during  the  period  had  no  effect 
upon  the  general  level  of  prices  ?  We  based  our  study 
upon  English  prices,  because  they  are  the  prices  of  world- 
commerce,  and  because  in  England  the  gold  standard  was 
maintained  during  the  entire  period.  We  have  compared 
the  price-level  thus  calculated  with  the  gold-supply  of 
the  whole  world,  induced  by  the  circumstances  that  a 
gold-supply  more  narrowly  conceived  would  not  have 
provided  an  objectively  given  magnitude  in  the  problem. 
It  may  now  be  asked :  Would  not  the  greatly  increased 
world-demand  for  gold  throughout  the  period  have  so 
strong  an  influence  upon  prices  as  to  obscure  the  connec¬ 
tion  between  the  general  price-level  and  the  world’s 
gold- supply  ?  During  the  period  in  question  all  civilised 
countries  successively  adopted  the  gold  standard,  and 
this  involved  incessant  new  claims  upon  the  world’s  gold 
supply.  Have  these  claims  not  left  their  traces  in  the 
curve  of  the  general  price-level  ?  It  is  natural  for  such 
questions  to  be  asked,  but  our  inquiry  shows  that  they 
must  in  the  main  be  answered  in  the  negative.  Now 
that  we  have  considered  the  effect  of  the  variations  of  the 
relative  gold-supply  and  of  the  supply  of  bank  media  of 
payment  to  commerce,  there  remains  only  an  unimportant 
secular  variation  of  the  general  price-level  to  explain. 

The  world  -  demand  for  gold,  reduced  to  the 
normal  price-level,  must  have  risen  in  the  period  1850- 
1910  fairly  evenly  in  the  same  percentage  as  the  normal 
gold-supply,  or  about  2-8  per  cent,  annually.  This 
figure  is  a  little  lower  than  that  which  we  found  to  be 
characteristic  of  the  general  economic  development  of 
the  world  in  the  period  1870-1910.  It  is,  in  fact,  not 
improbable  that  the  development  of  bank  media  of  pay¬ 
ment  had  the  effect  of  making  the  demand  for  gold  rise 
more  slowly  than  the  real  exchange. 

We  can  understand  this  peculiar  fact,  as  it  seems  to 
be,  of  the  even  advance  of  the  demand  for  gold  when  we 
notice  that  a  transition  to  the  gold  standard  leads  to  by 
no  means  so  rapid  a  rise  of  the  demand  for  gold  as  one 
would,  perhaps,  be  disposed  to  expect.  Frequently 
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gold  was  already  extensively  circulating  in  the  national 
economy,  either  because  of  the  double  standard  or  as 
trade-coins,  or  it  had  been  accumulated  for  years  before 
by  the  State  or  by  a  central  bank  in  a  large  reserve.  In 
other  cases  the  gold  standard  was  not  at  once  realised  to 
the  full  extent,  or  no  attempt  was  made  to  have  an 
effective  gold-circulation.  In  these  circumstances  the 
demand  for  gold  as  a  result  of  a  change  of  standard  may 
be  spread  over  a  fairly  long  period.  The  Bank  of  France, 
for  instance,  recently  (before  the  War)  gradually  improved 
the  ratio  of  gold  and  silver  in  its  metallic  currency,  and 
even  bought  gold  for  the  purpose.  Nevertheless,  a 
change  to  a  gold  standard  does  really  involve  to  some 
extent  an  extraordinary  increase  of  the  demand  for  gold 
in  the  country  in  question,  but  it  has  not  necessarily  an 
appreciable  effect  upon  the  world- demand  if  other 
countries  in  the  meantime  restrict  their  demand  to  a 
corresponding  extent.  For  separate  countries  the  rise 
of  the  demand  is  certainly  by  no  means  so  even  as  for  the 
whole  world.  A  country  may,  for  instance,  be  content 
for  some  time  with  a  comparatively  small  addition  of  new 
gold,  if  payments  in  bank  media  of  payment  are  pro¬ 
portionately  increased.  These  things  show  how  hopeless 
it  must  be  to  trace  fluctuations  of  the  general  price- 
level  to  the  gold- supply  in  a  particular  country.  The 
country’s  demand  for  gold,  determined  by  its  standard 
or  bank  policy  or  similar  factors,  certainly  co-operates 
as  a  component  in  fixing  the  value  of  the  gold  on  the 
world-market,  but  it  is  the  collective  demand  of  the  whole 
world,  in  conjunction  with  the  collective  supply,  that 
determines  the  value  of  money,  that  is  to  say,  the  general 
level  of  prices. 

It  is  natural  to  suppose  that  periods  with  an  abundant 
gold- output  have  accelerated  the  change  to  a  gold 
standard  and  gold  currency,  and  that  this  prepared  the 
way  for  the  new  gold.  But  this  was  not  the  case  in  the 
period  we  have  considered.  The  demand  for  gold  has 
not  shown  the  kind  of  elasticity  that  would,  at  least  in 
part,  have  prevented  a  rise  of  prices.  On  the  contrary, 
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in  both  periods  of  particularly  heavy  gold- production,  the 
Californian- Australian  from  1850  onwards  and  the  Trans¬ 
vaal  from  about  the  middle  of  the  nineties,  the  rise  of 
prices  is,  as  the  diagram  (Fig.  3)  shows,  clearly  larger  than 
the  increase  of  the  relative  gold-supply  would  lead  us  to 
expect.  Even  if  our  statistical  material  were  affected 
by  comparatively  large  errors,  this  result,  as  one  can 
easily  see,  would  remain.  In  both  cases  the  whole  extra¬ 
ordinary  increase  in  the  gold-output  is  absorbed  by  the 
rise  of  prices.  The  demand  for  gold  in  these  periods 
increased,  at  the  most,  at  its  normal  percentage  of  2-8, 
and  perhaps  more  slowly.  Precisely  because  the  extra¬ 
ordinarily  increased  production  of  gold  could  not  be 
absorbed  by  this  demand  as  long  as  prices  remained 
unchanged,  the  prices  had  to  go  up. 

The  fact  that  the  secular  price-level  was  above  the 
relative  gold-supply  in  the  fifties  and  sixties,  and  below 
it  in  the  nineties,  suggests  that  certain  secular  movements 
occurred  in  the  generally  even  development  of  the  demand 
for  gold.  The  situation  cannot  very  well  be  explained 
otherwise  than  by  assuming  that  the  gold- demand  in¬ 
creased  a  little  more  slowly  before  1870  and  a  little  more 
rapidly  afterwards.  This  supposition  seems  natural  in 
view  of  the  great  changes  in  the  province  of  standard- 
policy  which  characterise  the  seventies.  As  a  rule 
people  were  disposed,  especially  on  the  bimetallic  side, 
to  attribute  to  this  increased  gold- demand  an  exaggerated 
share  in  the  determination  of  prices.  Probably  the 
change  to  a  gold  standard,  which  certain  European 
countries  undertook  in  the  seventies,  was  so  gradually 
carried  out  that  of  itself  it  could  have  no  material  effect 
upon  the  general  price-level.  The  later  accession  of 
Russia  and  Austria-Hungary  to  the  gold  standard  has, 
as  we  have  seen,  left  no  recognisable  trace  of  pressure 
upon  the  general  level  of  prices. 

While  the  European  changes  of  standard  in  the 
seventies  may  have  had  a  certain  small  share  in  the  subse¬ 
quent  reaction  of  the  general  level  of  prices,  another 
circumstance  is  probably  to  be  held  primarily  responsible 
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for  this  reaction  in  so  far  as  it  was  not  occasioned  by  the 
simultaneous  fall  of  the  relative  gold-supply.  This  cir¬ 
cumstance  is  the  enormous  increase  of  the  gold-demand 
of  the  United  States  at  the  end  of  the  seventies  and 
beginning  of  the  eighties,  due  to  the  preparation  for  and 
realisation  of  the  resumption  of  cash-payment.  The 
paper-money  of  the  Civil  War  was  declared  from  1879 
onward  to  be  convertible.  During  the  period  from  the 
middle  of  the  year  1875  to  the  end  of  1887  the  monetary 
gold-supply  of  the  United  States  rose  from  $89,000,000 
to  $650,000,000,  which  is  more  than  a  seven-fold  multi¬ 
plication  in  twelve  and  a  half  years.  The  increase  was 
particularly  great  from  the  middle  of  1876  to  the  end  of 
1881 — namely,  from  $99,000,000  to  $485,000,000,  or 
nearly  a  fivefold  multiplication  in  five  and  a  half  years. 
These  demands  were  made  at  a  time  when  the  world- 
supply  of  gold  was  already  so  scanty  that  it  was  bound  to 
lead  to  a  material  reduction  of  prices.  The  sum  of 
$386,000,000  which  the  United  States  alone  required 
for  its  monetary  gold-supply  in  the  above-mentioned 
period  of  five  and  a  half  years  was  no  less  than  64  per  cent, 
of  the  world’s  gold-production  at  the  time.  As  undei 
ordinary  circumstances  the  remainder  of  the  gold- output 
would  probably  be  required  for  non-monetary  purposes, 
there  was  nothing  left  for  the  monetary  requirements  of 
the  rest  of  the  world.  The  value  of  gold  was  then  bound 
to  rise  much  higher  than  the  smallness  of  production 
alone  implied.  In  view  of  the  rapidity  of  the  economic 
development  of  the  United  States  we  may,  perhaps,  take 
as  normal  a  doubling  of  the  monetary  demand  for  gold 
in  twelve  years.  In  addition  to  this  the  Union  required 
2,000,000,000  marks  for  monetary  purposes  in  the  period 
1875-1887.  The  fall  of  the  general  price-level  which 
this  caused  may  be  estimated  at  about  7  per  cent.* 

A  factor  that  acted  in  the  same  way  on  the  side  of  the 
demand,  though  to  a  less  extent,  is  the  large  imports  of 
gold  into  India  in  the  early  eighties.  The  effect  of 

*  For  the  statistical  data  which  are  the  basis  of  these  calculations  see 
Report  of  the  Director  of  the  Mint  (Washington,  1911),  pp.  21,  43,  and  317. 
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this  demand  in  reducing  prices  may,  perhaps,  be  estimated 
at  about  2  per  cent.* 

These  irregularities  in  the  development  of  the  demand 
for  gold  are  quite  enough  to  explain  the  reaction  of  the 
general  price-level  from  the  seventies  to  the  nineties, 
apart  from  the  reaction  due  to  the  fall  of  the  relative 
gold-supply.  Thus  the  secular  variations  of  the  general 
level  of  prices  are  mainly  due  to  variations  in  the  relative 
gold- supply,  and  for  the  rest  to  certain  irregularities  in  the 
otherwise  generally  equable  increase  of  the  gold- demand. 
This  completes  our  analysis  of  the  causes  of  the  secular 
variations  of  the  general  price-level,  at  least  within  the 
limits  of  possible  error  in  our  calculations. 

All  the  factors  we  have  used  in  the  explanation 
belong,  as  one  sees,  to  the  monetary  side  of  the  problem. 
They  are  based  upon  the  conditions  of  gold- production 
or  of  standard- policy,  and  may  therefore  be  regarded 
primarily  as  objectively  given  determining  causes  of  the 
value  of  money.  There  is,  therefore,  no  room  for  an 
explanation  of  the  secular  variations  of  the  value  of  money 
in  the  period  in  question  by  other  causes  of  a  general 
economic  nature.  During  the  period  in  question  the 
secular  movement  of  the  general  price-level  is  an  ex¬ 
clusively  monetary  phenomenon. 

In  its  “  annual  ”  movement,  due  to  conjunctures, 
the  general  economic  development  naturally  exhibits  a 
fluctuating  rate  of  growth;  in  rising  conjunctures  the 
percentage  of  growth  is  bound  to  be  higher  than  normal. 
This  increase  in  the  speed  of  development  should  of  itself 
cause  a  fall  of  the  general  price-level.  But  the  price¬ 
raising  tendencies  of  a  rising  conjuncture  are  so  strong 
that  this  other  tendency  is  overcome,  and  the  price-level, 
on  the  contrary,  rises;  the  provision  of  media  of  payment 
on  the  part  of  the  banks  is  so  generous  that,  even  though 
business  increases,  it  suffices  to  meet  the  higher  prices. 

Thus  the  rapidity  of  the  economic  development  in 
the  period  in  question  has  not  affected  the  general  price- 
level  either  in  its  secular  or  its  annual  variations. 

*  See  the  same  authority. 
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It  must  especially  be  noticed  that  a  general  cheapening 
of  commodities,  which  one  is  so  often  inclined  to  expect 
from  the  great  increase  of  the  productivity  of  human 
labour  during  the  period,  did  not  occur.  The  supply 
of  the  world  with  means  of  payment  was  generous  enough 
to  eliminate  that  tendency, 

§  57.  The  Regulation  of  the  Price-Level  by  the 
Bank  Rate. 

We  have  now  established  the  fact  that  the  secular 
variations  of  the  general  price-level  are  due  to  changes 
in  the  scarcity  of  the  gold-supply  relatively  to  the  demand. 
But  the  question  how  the  gold-supply  is  able  to  have  this 
influence  upon  prices  is  not  yet  answered. 

An  increase  in  the  gold-output  is  directly  felt,  in  the 
first  place,  in  the  centres  of  production  from  the  fact  that 
gold  is  offered  in  larger  quantities  for  commodities,  and 
this  naturally  leads  to  a  rise  of  gold-prices.  This  in¬ 
creased  demand  for  commodities  has  an  effect,  though  a 
very  slight  effect,  upon  the  commodity-market  of  the 
rest  of  the  world.  But  the  final  effect  of  the  increased 
production  of  gold  upon  prices  in  world-commerce 
cannot  be  felt  until  the  new  gold  is  brought  into  the 
gold-market  of  the  world.  The  new  gold,  as  a  rule, 
passes  from  the  centres  of  production  to  the  great  com¬ 
mercial  centres,  especially  the  London  market,  from 
which  it  is  distributed  over  the  world.  It  is  first  mostly 
taken  over  by  the  central  banks  and  the  treasuries  of  the 
various  States.  There,  perhaps,  it  will  remain  for  some 
time  without  any  direct  effect  upon  the  general  price- 
level. 

But  we  know  (Chapter  X.)  that  in  a  given  country  the 
sum  of  the  whole  of  the  media  of  payment  put  at  the 
disposal  of  commerce  always  bears  a  certain  proportion, 
though  a  very  elastic  proportion,  to  the  gold- reserves  in 
the  banks.  As  there  may  be  fairly  large  fluctuations  of 
this  ratio,  an  increase  of  the  gold-reserve  need  not  have 
any  direct  effect  upon  the  price-level.  There  is,  however, 
no  reason  why  an  increase  of  the  supplies  of  gold  should 
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even,  in  the  long  run,  alter  the  average  proportion  of 
media  of  payment  to  bank-reserves.  It  is  rather  to  be 
expected  that  the  larger  supply  of  gold  will  gradually 
cause  a  corresponding  enlargement  of  the  amount  of 
media  of  payment  at  the  command  of  commerce.  We 
shall,  therefore,  find  it  quite  natural  that  the  gold-supply 
completely  controls  the  secular  variations  of  the  curve  of 
the  general  level  of  prices. 

Thus  the  gold-supply  in  the  main  only  affects  the 
general  level  of  prices  by  influencing  the  banks  in  their 
regulation  of  the  provision  of  means  of  payment.  When 
this  provision  is  strained  to  the  utmost  in  relation  to  the 
gold-reserves  on  hand,  as  is  commonly  the  case  during 
rising  conjunctures,  the  scarcity  of  gold  makes  itself 
effectively  felt,  and  puts  a  limit  to  the  further  satisfaction 
of  the  demand  for  media  of  payment  and  therefore  to 
the  rise  of  prices.  If  a  particularly  large  amount  of  gold 
has  accumulated  in  the  preceding  years,  the  meeting  of 
the  demand  for  circulating  media  will  be  all  the  easier, 
and  the  highest  point  of  the  general  price-level  will  be 
a  little  higher  than  it  would  otherwise  be.  If,  on  the 
other  hand,  the  gold-supply  of  the  preceding  years  had 
been  particularly  poor,  the  highest  point  of  the  price- 
level  during  a  rising  conjuncture  must  be  somewhat  lower 
than  would  have  been  the  case  if  the  gold-supply  had 
been  normal.  Hence,  although  the  gold-supply  has  an 
effective  influence  upon  prices  mainly  in  rising  conjunc¬ 
tures,  it  is,  of  course,  not  without  such  influence  in  the 
other  phases  of  the  economic  development,  for  even  then 
the  banks  are  influenced  to  a  certain  extent  by  the  abund¬ 
ance  or  scarcity  of  the  gold-supply  in  their  regulation  of 
the  provision  of  means  of  payment. 

Since,  therefore,  the  gold-supply  only  influences  the 
secular  variations  of  the  general  price-level  through  the 
policy  of  the  banks,  and  the  annual  variations  of  the  price- 
level,  as  far  as  they  depend  upon  monetary  factors,  are 
also  determined  by  bank-policy,  we  find  that  at  any  given 
moment  the  bank-policy  alone  on  the  monetary  side  is 
directly  responsible  for  the  variations  of  the  general  price- 


BANK  POLICY  475 

level.  Now,  we  know  that  the  factor  which  we  here, 
for  the  sake  of  brevity,  call  the  “  bank  policy  ” — that  is 
to  say,  the  regulation  of  the  whole  provision  of  means  of 
payment  by  the  banks — acts  exclusively  by  means  of  the 
terms  of  bank-advances,  and  that  of  these  conditions  it  is 
essentially  the  bank  rate  that  has  the  chief  influence  as  a 
regulator  of  the  supply  of  means  of  payment  (§  48).  It 
therefore  follows  that  the  movements  of  the  general  price- 
level,  in  so  far  as  they  are  controlled  by  factors  on  the 
monetary  side,  are  at  all  times  mainly  determined  by  the 
bank  rate. 

The  bank  rate  is,  of  course,  not  fixed  arbitrarily,  but 
regulated  with  a  definite  aim.  In  a  country  with  a  gold 
standard  the  bank  rate  must,  as  we  saw,  be  so  regulated 
always  that  home  trade  makes  demands  upon  the  reserves 
only  temporarily,  where  there  happens  to  be  an  increased 
demand  for  media  of  payment;  on  the  whole  the  reserve 
must  not  be  touched.  That  is  the  only  banking  policy 
which  enables  us  to  keep  up  the  gold  standard.  The 
regulation  of  the  bank  rate  has  also  to  protect  the  reserves 
when  there  is  an  occasionally  unfavourable  situation  of  the 
balance  of  foreign  payments,  or  against  large  claims  for 
these  payments  abroad.  In  both  cases  the  motive  of  the 
regulation  of  the  bank  rate  is  to  keep  the  standard  on  a 
par  with  gold. 

Experience  shows  that  this  can  be  done  when  the 
rate- policy  is  sound.  This  policy  alone,  however,  is  not 
enough.  In  order  to  maintain  the  gold- parity  of  a 
standard  it  is  necessary  also  to  suit  the  provision  of  media 
of  payment  to  the  actual  needs  of  commerce.  For  this 
elastic  bank  media  substitutes  for  gold  must  be  used, 
otherwise  the  demand  for  gold  might  become  much  too 
great  when  there  is  a  pressing  need  of  means  of  payment. 
Gold  must,  however,  also  be  issued  to  a  certain  small 
extent  out  of  the  bank  reserves,  as  no  effective  demand  for 
gold  should  be  left  unsatisfied.  One  might  be  inclined 
to  say  that  this  constant  convertibility  of  the  bank  media 
of  payment  is  the  one  necessary  condition  of  the  gold- 
parity.  Conversion  is,  however,  only  possible  if  we 
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assume,  on  the  one  hand,  a  rate- policy  that  keeps  the  de¬ 
mand  for  means  of  payment  within  certain  bounds  and, 
on  the  other  hand,  the  satisfaction  of  this  demand  with 
bank  media  of  payment  in  so  far  as  these  are  taken  instead 
of  gold.  By  helping  out  the  circulation  of  gold  with 
bank  media  of  payment  and  by  the  issue  of  gold  to  meet 
foreign  claims  out  of  the  bank  reserves  the  business  de¬ 
mand  for  gold  is  reduced,  and  the  supply  is  increased. 
In  times  of  particularly  urgent  need  of  media  of  payment 
this  acts  as  a  check  to  the  increase  of  the  value  of  gold, 
and  in  times  of  a  rise  of  the  general  price-level,  or  fall  in 
the  value  of  money,  it  acts  as  a  temporary  fall  of  the  value 
of  gold.  It  is  only  when  media  of  payment  are  supplied 
to  commerce  in  this  way  that  the  parity  of  money  with 
gold  can  be  maintained. 

It  is,  therefore,  actually  possible  by  the  means  we  have 
indicated  to  keep  the  value  of  money  in  any  country  at 
the  same  level  as  the  value  of  a  certain  metal  or,  to  put  it 
more  accurately,  to  fix  the  price  of  a  certain  metal  in  the 
standard  of  that  country  at  least  within  certain  narrow 
limits.  We  have  (§  41)  shown  that  this  settling  of  the 
price  of  a  metal — gold — is  the  central  element  of  the  gold 
standard.  It  distinguishes  the  gold  standard  from  the 
free  standard.  Even  under  the  gold  standard  the  standard 
— for  instance,  the  dollar-standard — has  its  independent 
existence.  It  is  only  bound  up  with  the  metal  gold  by 
the  condition  that  the  price  of  gold  shall  be  fixed  within 
certain  limits.  The  regulation  of  the  exchange  is,  in  view 
of  this  condition,  effected  by  the  bank  rate  and  the  use  of 
the  bank  reserves. 

The  gold  standard  may  therefore  be  conceived  as  a 
free  standard  under  which  the  price  of  gold  is  fixed 
within  certain  limits.  The  fixing  of  the  price  of  gold 
is  effected  for  secular  periods  by  regulating  the  general 
price-level  by  means  of  the  supply  of  media  of  payment; 
for  shorter  periods  by  regulating  the  gold- market  accord¬ 
ing  to  the  general  level  of  prices. 

It  may  now  be  asked:  To  what  extent  is  the  general 
price-level  controlled  by  a  rate- policy  which  aims  at  the 
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maintenance  of  the  gold- parity  ?  The  answer  is  given 
in  what  we  saw  previously:  this  rate-policy  succeeds  in 
regulating  the  general  level  of  prices  in  its  secular  varia¬ 
tions  according  to  the  world  gold-supply,  consequently 
in  agreement  with  a  price-level  exclusively  determined 
by  this  gold-supply  on  the  lines  of  the  quantity  theory. 
For  the  rest,  the  rate- policy  can  keep  within  certain 
limits  the  “  annual  ”  variations  of  the  general  price-level 
which  are  due  to  non-monetary  causes  (conjunctures), 
but  can  hardly  prevent  them  altogether. 

A  rate-policy  that  aims  at  the  gold-parity  of  the 
standard,  or,  in  other  words,  at  a  constant  price  for  gold, 
will  bring  about  a  price-level  with  secular  variations  in 
inverse  ratio  to  the  value  of  gold  and  with  certain  inde¬ 
pendent  annual  variations.  It  would  hardly  be  too  bold 
to  infer  from  this  that  a  rate- policy  that  aimed  at  the 
fixing  of  any  other  price  could  bring  about  the  same 
result.  As  such  aim  of  a  rate-policy  the  main  thing  to 
be  taken  into  consideration  would  be  the  fixing  of  a 
definite  average  of  a  certain  group  of  prices  of  commodities 
or,  which  comes  to  the  same  thing,  the  fixing  of  the  total 
price  of  a  definite  quantity  of  commodities.  It  must, 
therefore,  be  possible  by  means  of  a  suitable  rate-policy 
to  attain  a  price-level  with  secular  variations  in  inverse 
proportion  to  the  fluctuations  in  value  of  this  quantity 
of  commodities  relatively  to  the  sum  total  of  com¬ 
modities. 

By  choosing  a  sufficiently  representative  quantity  of 
commodities  such  changes  of  value  could  not  take  place 
to  any  great  extent,  and  it  would  therefore  be  possible  to 
stabilise  the  general  price-level  by  means  of  a  prudent 
rate- policy  to  such  an  extent  that  there  would  be  no 
secular  variations.  Annual  variations  of  the  price-level 
would,  of  course,  be  no  more  avoided  than  in  the  case  of 
a  gold  standard.  The  nominal  fixing  of  the  price  of  the 
quantity  of  commodities  could  not  be  effected  in  regard 
to  the  conjuncture-movements  of  the  price-level,  as  the 
means  which  is  used  for  the  purpose  under  a  gold  standard, 
the  issue  of  gold  from  the  bank  reserves  and  the  partial 
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satisfaction  of  the  demand  for  gold  by  substitutes,  would 
here  not  be  available. 

Whether  it  is  possible  to  restrict  the  fluctuations  of 
prices  during  conjunctures  more  than  is  now  done  by 
means  of  a  proper  rate- policy  must  remain  an  open 
question  here.  At  all  events  we  have  no  experience  that 
shows  the  possibility  of  thus  controlling  the  formation 
of  prices  by  means  of  a  rate-policy.  An  attempt  to  do  so 
would  encounter  the  resistance  of  independent  economic 
factors,  while  the  attempt  to  influence  the  general  level 
of  prices  in  its  secular  variations  in  any  particular  direc¬ 
tion  under  a  free  standard  finds  the  standard  entirely 
passive. 

When  we  compare  what  was  said  in  the  previous 
chapter  about  the  effect  of  the  bank  rate  as  a  regulator 
of  the  provision  of  media  of  payment  with  the  results  of 
the  present  chapter,  we  can  answer  the  question  in  what 
way  the  general  price-level  is  influenced  by  the  bank  rate. 
A  fall  of  the  bank  rate  means  a  keener  competition  of  the 
banks  on  the  capital  market,  as  newly  created  bank  media 
of  payment  compete  with  savings.  This  influences  the 
whole  capital  market,  and  the  rate  for  long-term  loans 
is  adjusted  to  that  for  short-term  advances.  This 
augmented  offer  of  capital- disposal  must  sooner  or  later 
create  a  corresponding  demand,  and  therefore  an  in¬ 
creased  production  of  real  capital.  If  the  banks  thus 
succeed  in  getting  new  bank  media  of  payment  into 
circulation,  and  if  on  that  account  the  quantity  of  media 
of  payment  increases  in  a  larger  proportion  than  the 
production  and  exchange  of  commodities,  the  general 
level  of  prices  is  bound  to  rise,  especially  if — as  is  generally 
the  case  in  one  of  these  periods  of  brisk  business — the 
degree  of  the  use  of  the  media  of  payment  rises  at  the 
same  time.  This  rise  of  prices  makes  room  for  the  new 
bank  media  of  payment;  they  are  retained  by  commerce, 
and  the  rise  of  prices  becomes  permanent. 

Under  a  gold  standard  the  banks  are  restricted  in 
the  increase  of  bank  media  of  payment  by  their 
obligation  to  redeem.  Under  a  free  standard  which  has 
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no  such  limit,  the  complete  passiveness  of  the  standard 
comes  to  light;  the  general  price-level  offers  no  resist¬ 
ance  to  the  indefinite  increase  of  media  of  payment. 
The  banks  can,  therefore,  continue  to  compete  on  the 
money  market  by  the  issue  of  new  quantities  of  bank 
media  of  payment,  and  the  general  level  of  prices  may  rise 
indefinitely.  It  would,  however,  be  a  mistake  to  suppose 
that  there  is  no  stability  at  all  in  this  sphere;  that  in  this 
case  action  would  not  lead  to  reaction.  Certainly  the 
general  price-level  itself  cannot  effect  any  reaction. 
But  its  passiveness  is  by  no  means  shared  by  the  capital 
market,  which  is  also  affected  by  the  rate-policy  of  the 
banks.  We  saw  in  the  previous  chapter  (§  48)  that  the 
capital  market  reacts  against  too  low  a  rate  of  interest,  as 
the  production  of  real  capital  is  increased  and  therefore 
the  demand  for  the  command  of  capital  is  so  far  restricted 
that  the  lower  rate  of  interest  may  be  regarded  as  normal, 
and  there  is  no  more  room  for  a  further  price-raising  issue 
of  bank  media  of  payment.  Thus  the  rise  of  prices  comes 
to  an  end.  It  is  only  when  the  banks,  during  repeated 
disturbance  of  the  money  market,  again  reduce  the  bank 
rate  that  the  process  begins  over  again  with  a  consequent 
rise  of  the  general  level  of  prices.* 

In  the  previous  chapter  we  were  content  to  say  that 
the  “  correct  ”  or  “  normal  ”  rate  cannot  be  defined  as  a 
“  real  interest,”  a  “  marginal  productivity  of  capital,” 
because  the  rate  is  by  its  very  nature  a  market  price,  and 
the  market  is  always  strongly  influenced  by  the  rate-policy 

*  Wicksell,  who  has  done  great  service  in  pointing  out  the  importance 
of  the  bank  rate  as  a  regulator  of  the  general  level  of  prices,  seems,  never¬ 
theless,  to  exaggerate  it  considerably  when  he  says  that  the  effect  of  a 
reduction  of  the  discount  rate  is  “  cumulative  ” — that  is  to  say,  results 
in  a  continuous  rise  of  prices  as  long  as  the  lower  discount-rate  is  retained 
— and  that  therefore  a  slight  fall  of  the  rate  could  raise  prices  indefinitely. 
This  paradoxical  inference  is  clearly  possible  only  when  one  overlooks 
the  reaction  of  the  capital  market  to  an  undue  lowering  of  the  rate  of 
interest.  The  possibility  of  avoiding  a  rise  of  prices  in  rising  conjunc¬ 
tures  by  a  sound  discount  policy  and  so  attaining  a  steady  level  of  prices 
is  perhaps  also  overestimated  by  Wicksell.  See  his  Geldzins  und  Guter- 
preise  (Jena,  1898),  Om  penningar  och  Kredit  (Stockholm,  190 6),  and 
“ Penningvardets  regiering”  in  the  Ekonomisk  Tidskrift,  1913. 
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of  the  banks.  It  is  therefore  quite  clear  that  the  “  true 
interest  on  capital  ”  can  only  be  defined  as  a  market- 
interest  formed  under  certain  definite  conditions  of  the 
market.  Our  latest  results  now  enable  us  to  fix  the  idea 
of  interest  on  capital  more  precisely. 

We  have  in  our  theory  of  capital  defined  interest  as 
the  price  that  is  paid  for  the  right  to  dispose  of  a  unit- 
sum  of  money  during  a  unit  of  time.  In  this  the  sum  of 
money  might  be  conceived  as  merely  an  abstract  sum 
expressed  in  the  scale  of  reckoning  which  is  formally 
taken  as  unchangeable.  Now  that  we  take  into  account 
the  possibility  of  a  change  in  the  value  of  money,  we  have 
to  fix  the  idea  of  interest  in  relation  to  these  changes  also. 

When  the  bank  rate  is  kept  so  low  that  the  value  of 
money  is  reduced,  the  giver  of  money  will,  when  his 
loan  is  repaid,  receive  a  smaller  real  capital  than  he 
originally  lent.  He  had  sold  capital-disposal  on  the 
market,  and  had  stipulated  for  a  certain  interest.  But 
the  business  has  fallen  out  otherwise.  He  has  not  got 
his  capital  back  in  full.  The  interest  is  in  that  case  not 
an  adequate  compensation  for  his  sacrifice.  If  he  is  to 
be  compensated  for  the  loss  of  capital  caused  by  the  fall 
in  the  value  of  money,  a  higher  interest  must  be  paid. 
And  if  we  conceive  the  market  rate  of  interest  raised  in 
this  way,  we  approach  a  rate  that  no  longer  causes  a  fall 
in  the  value  of  money.  If  this  principle  is  established, 
the  giver  of  money  will  sell  a  mere  control  of  capital,  and 
will  get  the  price  of  it  in  market  interest. 

One  might  therefore  define  the  true  interest  on  capital 
as  that  rate  of  interest  at  which  the  value  of  money 
remains  unchanged.  On  this  rate  of  interest  just  so 
many  new  bank  media  of  payment  will  be  put  into  cir¬ 
culation  as  the  growth  of  commerce  (the  price-level 
remaining  unchanged)  requires.  The  competition  of  the 
bank  media  of  payment  with  savings  on  the  money 
market  may  then  be  considered  normal,  and  the  rate  of 
interest  which  keeps  this  money  market  in  a  state  of 
equilibrium  may  be  called  the  “  proper  rate  of  interest.” 
The  rate-policy  which,  under  a  free  standard,  aims  at 
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keeping  the  general  level  of  prices  constant,  would  then 
be  identical  with  a  rate-policy  that  endeavours  to  bring 
the  bank  rate  into  harmony  with  the  true  interest  on 
capital.  This  would  also  settle  what  is  to  be  understood 
by  a  sound  direction  of  the  capital  market  and  a  sound 
distribution  of  the  productive  forces  between  the  future 
and  the  present.  But  there  is  inevitably  something  con¬ 
ventional  in  all  these  attempts  to  fix  the  idea  of  interest 
on  capital.  For  it  is  assumed  in  the  definition  that  the 
unchangeability  of  the  general  price-level  is  regarded  as 
“  normal,”  and  this  is  by  no  means  self-evident;  besides 
that  the  determination  of  the  general  price-level  itself 
always  contains  a  certain  conventional  element  in  the 
construction  of  the  index  figures. 

It  is,  nevertheless,  a  considerable  advantage  to  have 
fixed  the  idea  of  interest  on  capital  in  this  way.  It  gives 
us  a  firm  basis  for  settling  many  questions  in  regard  to 
which  very  obscure  ideas  are  prevalent.  It  is,  for  instance 
often  said  that  France  secured  the  advantage  of  a  low 
rate  of  interest  by  its  standard  and  banking  policy.  If 
this  means  that  in  France  there  is  a  lower  rate  of  interest 
than  the  state  of  the  money  market  would  justify,  the 
French  system  would  be  bound  to  lead  constantly  to  an 
over-production  of  capital  and  an  abnormal  rise  of  the 
general  level  of  prices;  which  is  clearly  not  the  case. 

§  58.  The  Stability  of  the  Value  of  Money. 

The  considerable  secular  variations  in  the  value  of 
money  that  have  occurred  since  the  middle  of  the 
nineteenth  century  have  naturally  raised  the  question 
whether  it  is  possible  to  avoid  such  variations  and  create 
a  monetary  system  with  a  practically  unchangeable  value 
of  money.  As  the  variations  of  the  value  of  money  may 
rightly  be  attributed  to  variations  of  the  gold-supply, 
this  question  was  bound  to  lead  to  a  demand  for  the 
substitution  of  a  more  perfect  standard  instead  of  the 
gold  standard. 

The  great  fall  in  prices  from  the  beginning  of  the 
seventies  to  the  middle  of  the  nineties  was  used  by  the 
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bimetallists  as  the  starting-point  of  their  attempt  to 
raise  a  standard  on  the  basis  of  two  metals  instead  of  one, 
so  as  to  be  more  independent  in  case  one  of  the  metals 
became  scarce.  We  have  already  proved  (§  41)  that  this 
introduces  a  foreign  element  into  the  problem  of  the 
stability  of  the  standard.  This  problem  of  itself  only 
requires  the  fixing  of  one  price  or,  which  comes  to  the 
same  thing,  an  average  of  a  certain  group  of  prices. 
Bimetallism,  moreover,  wants  the  ratio  of  two  prices 
settled,  a  matter  that  lies  entirely  outside  the  problem 
of  the  standard. 

Fisher  has  lately  submitted  a  proposal  for  creating  a 
“  standard  dollar  ”  which  should  represent  a  constant 
value,  but  a  variable  quantity  of  gold.  The  gold- 
content  of  the  dollar  or,  rather,  the  quantity  of  gold  that 
lies  behind  the  abstract  standard  unit  “  dollar,”  would 
thus  be  changed  from  time  to  time  according  to  the 
volume  of  the  gold-supply,  and  this  would  make  it  possible 
to  maintain  an  invariable  price-level. 

This  much-discussed  plan  is  exposed  to  some  extent 
to  the  same  theoretical  objections  as  bimetallism.  The 
connection  of  the  standard  with  the  metal  gold  has  a 
purpose  so  long  as  the  general  price-level  is  thereby 
kept  at  least  substantially  unchanged,  or  as  long  as  we 
abstain  from  using  better  means  of  regulating  the  price- 
level.  But  when  the  insufficiency  of  this  method  of 
regulating  the  price-level  is  recognised,  and  an  attempt 
is  made  to  make  as  constant  as  possible  a  price-level 
defined  by  a  definite  index  figure,  we  are  really  intro¬ 
ducing  a  foreign  element  into  the  problem  when  we 
propose  to  fix  the  price  of  gold  from  time  to  time 
under  a  standard  thus  regulated.  This  attempt  has 
plainly  involved  the  Fisher  reform  of  the  standard  in 
great  difficulties.  The  retention  of  the  attempt  to 
regulate  the  price  of  gold  is  evidently  based  upon  a  mis¬ 
conception  of  the  nature  of  the  gold  standard.  The  fixing 
of  the  price  of  gold  under  a  gold  standard  is,  as  we  saw, 
not  in  itself  a  direct  means  of  regulating  the  price-level, 
but  merely  a  means  of  indirectly  controlling  the  secular 
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variations  of  the  price-level  by  influencing  the  rate-policy 
of  the  banks.  It  would  probably  be  possible  to  create 
a  standard  under  which  the  price  of  gold,  instead  of  being 
constant,  as  it  is  under  the  gold  standard,  would  exhibit 
secular  variations.  If  these  variations  were  properly 
selected,  a  stable  price-level  might  be  attained.  But  this 
seems  to  be  a  quite  unnecessary  roundabout  way.  For 
short  periods  the  fixing  of  the  price  of  gold  under  a  gold 
standard  does  not,  as  we  saw,  mean  a  stabilisation  of  the 
price-level.  On  the  contrary,  it  is  only  possible  so  to  fix 
the  price  by  special  action  on  the  gold  market.  The 
periodical  alterations  of  the  price  of  gold  which  Fisher 
proposes  would  on  this  account  clearly  be  unable  to  have 
any  great  effect  upon  the  price-level  in  short  periods,  and 
would,  moreover,  raise  greater  difficulties  than  the 
retention  of  an  invariable  price  of  gold. 

Further,  an  official  alteration  of  the  price  of  gold 
under  a  gold  standard  could  only  effect  a  proportional 
change  in  the  general  level  of  prices  if  the  supply  of  means 
of  payment  were  correspondingly  altered.  For  secular 
periods  this  may,  perhaps,  be  assumed,  if  the  metallic 
content  of  all  coins,  as  well  as  the  quantity  of  bullion 
lying  behind  the  paper  currency,  are  proportionately 
altered,  but  certainly  not  if  the  coins  already  issued 
remain  unaltered.  If  gold  coins  form  the  greater  part 
of  the  monetary  supply  of  gold,  and  these  remain  un¬ 
changed,  an  alteration  of  the  price  of  gold  will  in  short 
periods  have  only  an  evanescently  small  effect  upon  prices. 
Since,  therefore,  Fisher’s  calculations  are  completely 
inacceptable  in  all  essential  respects,  it  is  not  necessary 
to  go  into  the  many  practical  difficulties  which  stand  in 
the  way  of  carrying  out  his  plans. 

The  most  profound  reason  for  the  failure  of  Fisher’s 
proposal  is,  clearly,  that  he  complicated  his  main  object 
with  an  alien  object  which  was  bound  to  upset,  or  at 
least  make  much  more  difficult,  the  problem  of  stabilising 
the  value  of  money.  If  we  are  to  create  a  monetary 
system  with  an  invariable  money-value,  we  must  make 
this  object  our  exclusive  aim  and  not  connect  it  with 
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other  aims.  The  solution  of  the  problem  is,  according 
to  what  we  have  already  seen,  to  start  from  a  perfectly  free 
standard  and  try  to  stabilise  it  by  fixing  the  total  price 
of  a  certain  quantity  of  commodities.  The  only  possible 
means  of  doing  this  is  the  rate- policy  of  the  banks.  That 
it  would  thus  be  possible,  from  the  standpoint  of  the 
theory  of  money,  to  create  a  standard  without  any 
appreciable  secular  variations  of  the  price-level  cannot  be 
doubted.  The  question  whether  it  would  also  be 
possible  to  overcome  the  great  administrative  and 
political  difficulties  that  stand  in  the  way  of  realising 
such  a  standard  is  outside  the  sphere  of  economic  theory 
and  must  be  ignored  here. 

On  the  other  hand,  it  is  our  business  to  study  the 
object  of  the  control  of  the  value  of  money  when  it  has 
been  attained.  The  fact  that  an  invariable  price-level 
is  often  regarded  as  a  self-evident  ideal  comes  of  the 
practice  of  more  or  less  unconsciously  starting,  in  these 
and  many  other  questions,  from  the  idea  of  a  stable 
national  economy.  The  moment  we  consider  a  pro¬ 
gressive  national  economy,  we  see  that  the  question  has 
other  aspects.  Progress  consists  in  raising  the  pro¬ 
ductivity  of  human  labour  as  well  as  in  multiplying  the 
labour.  If  the  productivity  increases  in  a  certain  annual 
percentage,  we  may  suppose,  on  the  one  hand,  that  the 
prices  of  commodities  remain  unchanged  and  the  in¬ 
comes  of  the  producers  are  increased  by  the  aforesaid 
percentage  or,  on  the  other  hand,  that  the  incomes  of 
the  producers  remain  constant  and  the  prices  of  com¬ 
modities  are  reduced  to  the  amount  of  the  percentage. 
<\t  any  given  moment  the  height  of  the  price-level  is, 
of  course,  immaterial.  It  is  only  the  variations  of 
the  price-level  that  are  important,  and  this  importance 
may  make  itself  felt  by  comparing  the  position  of  the 
price-level  at  two  different  times,  or  in  transactions 
which  connect  the  two  different  points  in  time.  A  loan 
may  be  taken  as  an  example  of  these  transactions.  The 
whole  question  of  the  practical  importance  of  stabilising 
the  value  of  money  must  primarily  be  regarded  from  the 
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point  of  view  of  the  relation  between  lender  and  borrower. 
If  productivity  rises  and  the  prices  of  commodities  are 
unchanged,  a  lender  of  money  will  receive  back  a  sum  that 
represents  the  same  amount  of  commodities  as  the  original 
loan.  He  will  therefore  derive  no  advantage  from  the 
increased  productivity;  relatively,  he  will  be  worse  off. 
The  whole  advantage  falls  to  the  borrower  of  money, 
who,  if  he  is  a  producer,  as  he  generally  is,  has  made  a 
direct  profit  by  the  increase  of  productivity  without 
alteration  of  prices;  if  he  is  a  State,  borrowing  for 
purposes  of  consumption,  he  sees  his  financial  position 
strengthened  by  the  rise  of  the  general  income.  If,  on 
the  other  hand,  the  prices  of  commodities  fall  in  the 
same  measure  as  productivity  increases,  the  loaner  gets 
his  share  of  the  increased  productivity,  while  the  borrower 
gets  no  profit  from  it  in  connection  with  the  loan. 

Which  alternative  is  to  be  preferred,  or  whether  a 
middle  course  should  be  adopted,  is  essentially  an 
economic- political  question  in  which  great  interests  are 
opposed  to  each  other.  Economic  theory  has  not  to 
decide  it.  But  we  must  draw  attention  to  the  fact  that 
the  regulation  of  the  price-level  is  made  much  more 
difficult  when  any  other  aim  than  the  maintenance  of  a 
constant  price-level  is  proposed,  and  it  is  attempted  to 
reduce  prices  in  a  certain  ratio  to  the  increasing  produc¬ 
tivity.  For  in  that  case  it  has  to  be  determined  every 
moment  how  great  the  increase  of  productivity  is  at  that 
moment,  and  that  is  clearly  a  very  difficult  matter. 


CHAPTER  XII 
INTERNATIONAL  PAYMENTS 

§  59.  The  Adjustment  of  the  Balance  of  Payments. 
First  Case:  Free  Independent  Standards. 

UP  to  the  present  we  have  generally  ignored  inter¬ 
national  payments  in  the  course  of  our  study,  and 
we  have  concentrated  our  attention  on  the  purposes 
and  position  of  money  within  the  national  economy; 
partly  for  the  sake  of  simplifying  the  theory  of  money 
which  we  thus  construct,  and  partly  because  it  is  mainly 
necessary  to  show  how  money  functions  in  a  self-contained 
economy,  how,  especially,  a  definite  value  of  money  is 
maintained — because,  in  other  words,  the  soundness  of  a 
theory  of  money  must  first  of  all  be  tested  in  the  simplest 
case  of  the  self-contained  economy.  Now  we  have  to 
consider  the  international  function  of  money.  It  will 
be  found  that  the  treatment  of  this  question  is  simplified 
by  the  preceding  study  of  money  in  the  self-contained 
economy.  We  shall,  moreover,  only  deal  with  the 
technical  side  of  international  payments  in  so  far  as  it  is 
necessary  for  a  complete  explanation  of  the  theory  of 
money;  for  the  rest  the  reader  must  consult  special 
manuals. 

First  let  us  consider  the  countries  with  free  and 
mutually  independent  standards.  Payments  between  these 
countries  can,  clearly,  only  be  effected  by  an  adjustment 
of  their  reciprocal  claims.  In  the  long  run  there  must 
always  be,  on  the  whole,  such  an  adjustment;  for,  if  this 
were  not  the  case,  one  country  would  be  bound  to  have  a 
preponderant  claim  of  payments  against  the  other,  and 
this,  if  the  claims  are  not  written  off,  would  involve  a 
loan,  which  in  turn  would  create  for  the  second  country 
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a  counter-claim  for  the  adjustment  of  the  balance  of 
payments.  Still,  there  may  be  momentary  inequalities 
in  the  international  balance  of  payments,  and  the 
question  arises,  what  effect  they  have,  and  how  they  are 
to  be  settled. 

The  regular  international  medium  of  payment  is  the 
bill  of  exchange.  The  following  is  the  simple  scheme  for 
the  adjustment  of  international  liabilities  by  means  of 
bills  of  exchange:  The  exporters  of  commodities  in 
country  A  sell  their  goods  to  country  B  for  bills  of 
exchange  under  the  standard  of  that  country.  These 
bills  are  demanded  in  country  A  by  the  buyers  of  goods  of 
country  B,  and  by  these  they  are  sent  as  payment  to 
country  B.  In  country  B  the  bills  are  redeemed  by  the 
acceptors.  We  see  that  on  this  scheme  all  payments 
are  effected  in  the  standard  of  country  B.  We  must 
bear  in  mind  that  payments  between  two  countries  may 
be  effected  as  they  are  on  this  scheme  by  the  importers  of 
country  B.  As  long  as  there  is  a  balance  between  the 
reciprocal  claims,  the  system  clearly  suffices  for  the 
settlement  of  all  liabilities  between  the  two  countries. 

What  is  paid  in  country  A  for  bills  of  exchange  on 
country  B  ?  The  reason  why  bills  on  B  are  demanded  in 
country  A  is  that  they  represent  purchasing  power  in 
country  B.  This  purchasing  power  is,  clearly,  valued  in  A 
in  proportion  to,  on  the  one  hand,  the  lowness  of  the 
general  price-level  in  country  B — in  other  words,  in  pro¬ 
portion  to  the  value  of  money  in  B — and,  on  the  other 
hand,  the  height  of  the  general  level  of  prices  in  country 
A  itself.  The  price  of  the  bill  of  exchange  on  country  B 
is  therefore  an  expression  of  the  value  of  the  standard  of 
country  B  in  the  standard  of  country  A,  or,  if  one  cares 
to  put  it  so,  of  the  ratio  of  the  value  of  money  in  A  and  B. 
The  price  of  the  unit  of  the  standard  of  B  in  terms  of 
the  money  of  A  is  called  in  country  A  the  rate  of  exchange 
against  B.  (In  England,  on  the  contrary,  the  rate  of 
exchange  is  in  most  cases  described  as  the  amount  of  the 
foreign  standard  that  can  be  bought  for  the  unit  of  the 
home  standard,  the  pound  sterling.) 
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Definitive  changes  in  the  rate  of  exchange  may  occur 
when  there  has  been  a  movement  of  the  general  price- 
level  of  one  country  relatively  to  that  of  the  other  country. 
The  change  in  the  relative  value  of  money  then  makes  itself 
felt  in  a  change  of  the  rate  of  exchange.  International 
commerce  has  no  remedy  against  this  alteration  of  the 
rate  of  exchange,  because  the  ratio  of  the  standard-units 
of  the  two  countries  is  immaterial  to  commerce;  a  point 
that  we  can  realise  best,  perhaps,  by  supposing,  as  we 
have  done  here,  that  all  payments  between  A  and  B  are 
effected  in  the  standard  of  B. 

On  the  other  hand,  occasional  fluctuations  of  the  rate 
of  exchange  may  be  caused  by  occasional  inequalities  in 
the  balance  of  payment.  If,  in  that  case,  the  general 
level  of  prices  in  both  cases  remains  unchanged,  the  rate 
of  exchange  must  keep  its  position  of  equilibrium :  that 
is  to  say,  must  have  a  tendency  to  return  to  this  position 
of  equilibrium  after  every  deviation.  Inequalities  of  the 
balance  of  payment  occur  especially  from  the  lack  of 
agreement  between  supply  and  demand  of  bills  of  ex¬ 
change.  When  bills  upon  B  become  scarce  in  country  A — 
that  is  to  say,  when,  on  the  current  rate  of  exchange,  the 
demand  for  bills  exceeds  the  supply — the  rate  of  exchange 
must  clearlv  rise.  We  therefore  ask:  How  does  this  rise 
of  the  rate  of  exchange  affect  the  market  for  media  of 
payment  to  B  ?  The  stability  of  prices  always  assumes 
that  a  rise  of  prices  either  restricts  the  demand  or  in¬ 
creases  the  supply,  or  does  both  together,  so  that  balance 
is  restored  between  supply  and  demand.  How  can  a 
rise  of  the  rate  of  exchange  reduce  the  demand  for  means 
of  payment  to  B  or  increase  the  supply  of  such  means  ? 
That  is  the  question  which  the  theory  of  the  rate  of 
exchange  has  to  answer. 

It  is  closely  connected  with  the  question  how  occa¬ 
sional  irregularities  of  the  international  balance  of  payment 
are  adjusted.  There  are  two  chief  ways  of  effecting  this  ad¬ 
justment  :  changing  the  time  of  payment  and  changing  the 
balance  of  liability.  Under  the  head  of  “  change  of  time 
of  payment  ”  we  may  enumerate  the  following  operations : 
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(a)  Deferring  payment  (prolongation,  transferring 
payment  from  the  present  to  the  future); 

(b)  Discounting  liabilities,  especially  bills,  that  are  not 
yet  due  (transferring  payment  from  the  future  to  the 
present) ; 

(c)  Loans  proper,  often  in  the  form  of  financial  bills, 
treasury-bills,  etc.,  (equivalent  to  transferring  payment 
to  the  future). 

As  loans  for  the  adjustment  of  occasional  fluctuations 
of  the  balance  of  payment  we  have,  naturally,  mainly  to 
consider  short-term  loans,  whereas  a  permanent  deficit 
is  adjusted  by  funded  loans. 

The  adjustment  of  an  unfavourable  balance  of  trade  is 
also  effected  by  creating  new  claims  upon  the  foreign 
country  by  an  increased  exportation  of  commodities  or 
stocks,  and  also  by  restricting  new  liabilities  by  cutting 
down  the  importation  of  commodities  or  stocks. 

It  is  obvious  that  an  unfavourable  balance  of  trade 
can  be  improved  by  these  means.  All  of  them  are  made 
more  effective  by  a  rise  in  the  rate  of  exchange,  though 
they  vary  a  good  deal  in  their  sensitiveness  to  changes  of 
it.  When  the  rate  is  high,  payments  will  be  deferred  to 
a  certain  extent,  and  this  will  curtail  the  demand  at  the 
time  for  media  of  payment.  This,  however,  is  not  very 
important  as  regards  the  adjustment  of  the  balance  of 
payments.  Mainly  the  adjustment  is  effected  by  creating 
at-sight  means  of  payment  to  the  foreign  country.  That 
a  rise  of  the  rate  of  exchange  should  involve  the  dis¬ 
counting  of  foreign  liabilities  that  have  not  yet  matured 
and  the  taking- up  of  foreign  loans  is  explained  by  the 
higher  price  which  foreign  credits  created  in  this  way 
obtain  on  the  home  market  when  the  rate  of  exchange  is 
high.  In  the  same  way  is  explained  the  action  of  the  rate 
of  exchange  upon  export;  as  long  as  the  general  level  of 
prices  at  home  remains  unchanged,  the  home  producers 
can  turn  the  rise  of  the  exchange  to  their  own  profit  by 
exporting  commodities  and  selling  the  receipts  on  the  home 
market.  Similarly,  speculators  can  buy  stock  on  the  home 
exchange,  export  it  abroad,  and  sell  the  credit  they  obtain 
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on  the  home  market,  and  so  again  make  a  profit  out  of  the 
rise  of  the  exchange.  Naturally,  the  trade  in  stock  is  much 
more  sensitive  to  fluctuations  of  the  exchange  than  the 
trade  in  commodities  is. 

We  must  further  bear  in  mind  that  the  stimulating 
effect  of  an  increased  rate  of  exchange  upon  exporters 
can  only  make  itself  felt  as  long  as  home  prices  do  not  rise. 
If  there  is  a  rise  of  home  prices  corresponding  to  the  rise 
of  the  rate  of  exchange,  all  advantage  to  the  exporter 
disappears.  The  higher  exchange  is  then  merely  an 
expression  of  an  altered  ratio  between  the  value  of  the 
home  money  and  the  foreign,  and  this  alteration  has  no 
significance  in  connection  with  the  balance  of  payment 
between  the  two  countries. 

§  60.  Second  Case:  Metallic  Standards. 

We  now  turn  to  the  case  in  which  both  countries  have 
metallic  standards.  These  standards,  in  the  first  place, 
may  be  different.  Let  us  suppose  that  one  has  a  gold, 
the  other  a  silver,  standard.  In  that  case  the  standards 
are  no  more  completely  independent  of  each,  than  as  in 
the  preceding  section.  Those  who  have  gold  currency 
may  get  the  metal  silver  for  this  and  have  it  coined  in 
the  silver  country.  The  value  of  the  silver  currency  in 
the  gold  standard,  therefore,  depends  upon  the  price 
of  the  metallic  silver.  We  thus  get  a  definite  connection 
between  the  two  standard  units:  the  ratio  of  their  value 
is  mainly  determined  by  the  ratio  of  value  of  silver  and 
gold  on  the  open  metal  market,  and  the  rate  of  exchange 
cannot  deviate  too  much  from  the  rate  which  corresponds 
to  this  ratio  of  value  of  silver  and  gold.  The  deviations 
of  the  rate  of  exchange  from  this  normal  rate  are  of  the 
same  nature  as  the  deviations  from  the  par-rate  in  the 
case  of  two  countries  having  the  same  metal  standard, 
and  therefore  need  no  special  explanation. 

The  connection  between  the  two  standards  is  still 
closer  when  they  are  based  upon  the  same  metal.  Let  us 
suppose  that  both  countries  have  a  gold  standard.  This 
means  that  the  movement  of  the  price  of  gold  in  both 
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countries  is  confined  within  two  fairly  narrow  limits. 
It  is,  therefore,  always  possible  for  the  possessor  of  A 
currency  to  get  B  currency  by  buying  gold  in  A  country 
and  selling  it  in  B  country.  The  highest  cost  of  getting 
B  currency  in  this  way  arises  when  the  price  of  gold  in 
country  A  is  at  the  upper  limit  allowed  by  the  gold 
standard  of  that  country,  and  at  the  same  time  the  price 
of  gold  in  country  B  is  at  its  lower  limit;  the  lowest  cost 
is  when  the  price  of  gold  is  at  its  lowest  in  A  and  at  its 
highest  in  B.  The  cost  which  is  incurred  in  country  A 
in  getting  the  unit  of  the  B  currency  by  sending  gold  to 
B  is  called  the  gold-point  for  the  export  of  gold  from  country 
A,  or  the  upper  gold-point  for  country  A.  This  upper 
gold-point  also  may  fluctuate  within  certain  limits,  as 
follows  from  what  we  have  seen.  It  is  determined  by  the 
buying  and  selling  prices  of  gold  and  by  the  cost  of 
transport;  which,  however,  may  be  regarded  as  constant. 

On  the  other  hand,  it  is  always  possible  for  the 
possessor  of  B  currency  to  get  A  currency  by  buying  gold 
in  country  B  and  selling  it  in  country  A.  What  he  gets 
for  the  unit  of  the  B  currency  depends  upon  the  prices 
of  gold  in  both  countries.  He  receives  most  when  the 
price  of  gold  in  country  B  is  at  its  minimum  and  at  the 
same  time  the  price  is  at  its  maximum  in  A:  he  gets  least 
when  this  situation  is  reversed.  The  amount  that  may  be 
obtained  by  sending  gold  from  B  to  A  for  the  unit  of  the 
B  currency  is  called  the  gold-point  for  the  import  of  gold 
into  country  A,  or  the  lower  gold-point  for  country  A. 

Both  gold-points  are,  therefore,  variable  within 
certain  limits.  They  are,  however,  definite  at  any  given 
moment,  and  they  then  indicate  the  extreme  limits  of 
the  fluctuations  of  the  rate  of  exchange.  The  price  of 
the  unit  of  the  B  currency  cannot  rise  above  the  upper 
gold-point,  for  in  that  case,  instead  of  buying  bills,  one 
would  send  out  gold — or  rather,  speculators  would  send 
out  gold — draw  bills  on  it,  and  sell  these  bills  on  the 
market;  which  would  clearly,  in  virtue  of  competition,  be 
bound  to  bring  down  the  rate  of  exchange  to  the  gold- 
point.  On  the  other  hand,  the  rate  of  exchange  cannot 
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fall  below  the  lower  gold-point.  For  the  holder  of  bills 
on  B  would  not  accept  so  low  a  price,  but  would  rather 
sell  his  bills  in  country  B  and  collect  the  proceeds  in 
gold,  or  the  middle  man  would  buy  the  bills  on  B  and 
convert  them,  by  the  import  of  gold,  in  A  currency,  so 
that  in  virtue  of  competition,  the  rate  of  exchange  must 
be  forced  up  to  the  lower  gold-point. 

In  sending  gold  from  London  to  Berlin,  for  instance, 
one  had,  under  pre-  W ar  conditions,  to  reckon  with  a  buying 
price  in  London  of  £3  iys.iojd.  per  ounce  of  standard  gold 
(theoretical  par),  but  occasionally  a  little  more.  In  Berlin 
the  gold  can  always  be  sold  at  a  price  of  2,784  marks  per 
kilogramme  of  fine  gold  (the  legal  buying  price  of  the 
Reichsbank).  This  means  20*385  marks  for  the  pound 
sterling,  of  which  we  must  allow  about  0*045  marks  for  cost 
of  sending,  so  that  the  proceeds  may  be  put  at  20*34  marks 
for  the  pound  sterling,  whereas  the  theoretical  parity  of 
the  sterling-standard  in  Reichs-marks  is  20*4294.  On  the 
other  hand,  a  pound  sterling  can  usually  be  got  in  London 
by  sending  gold  from  Berlin  at  a  price  of  about  20*50  marks. 
The  figures  20*34  anc^  20*50  marks  are  given  as  the  Berlin 
gold-points  for  the  import  and  export  of  gold.  Some¬ 
times  these  gold-points  may  vary  a  little  according  to  the 
fluctuations  of  gold  prices  in  London  and  Berlin,  but  in 
the  main  they  indicate  the  limits  of  the  movements  of 
the  rate  of  exchange  between  the  two  places. 

Hence  from  the  point  of  view  of  international  pay¬ 
ments  the  gold  standard  must  be  regarded  as  a  free 
standard,  under  which  the  movement  of  the  rate  of  ex¬ 
change  with  another  gold-standard  country  is  confined 
within  certain  slightly  variable,  but  always  rather  narrow 
limits.  This  restriction  will  continue  as  long  as  the  gold 
standard  is  effectively  maintained  in  both  countries; 
that  is  to  say,  as  long  as  gold  can  be  bought  and  sold  at 
a  price  within  the  legal  standard  limits.  As  long  as  the 
rate  of  exchange  varies  within  the  gold-points,  the  gold 
standard  must,  as  regards  international  payments,  be 
regarded  entirely  as  a  free  standard,  and  the  rate  of 
exchange  is  regulated  in  just  the  same  way  as  in  the  case 
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of  free  standards.  A  rise  or  fall  of  the  rate  of  exchange, 
occurring  in  consequence  of  an  occasional  inequality  of 
the  balance  of  payment,  the  value  of  money  remaining 
unchanged,  will  set  in  motion  the  counteracting  forces 
described  in  the  preceding  section  for  the  adjustment  of 
the  balance  of  payment,  and  the  restriction  of  the  move¬ 
ment  of  the  rate  of  exchange.  If,  in  spite  of  this,  one 
of  the  gold-points  is  reached,  a  movement  of  gold  from 
one  country  to  the  other  sets  in,  as  an  export  of  com¬ 
modities  of  a  special  sort,  which  is  calculated  to  restore 
the  equilibrium  of  the  balance  of  payment.  The  gold- 
supply  of  a  gold-standard  country  thus  acts  as  a  reserve 
for  the  adjustment  of  an  occasional  deficit  in  the  balancing 
of  international  payments.  If  this  reserve  is  entirely 
exhausted,  there  remain  only  the  usual  means  for  adjust¬ 
ing  the  balance  of  payment:  the  acceptance  of  foreign 
loans,  and  the  export  of  stock  and  commodities.  In  that 
case,  however,  the  gold  standard  has  gone. 

These  means  are,  naturally,  much  in  demand  as  soon 
as  the  rate  of  exchange  approaches  the  upper  gold-point, 
or  even  exceeds  it.  But  this  automatic  regulation  of 
the  balance  of  payment  is  only  effective  on  condition  that 
the  value  of  the  money  of  the  country  is  not  reduced 
relatively  to  that  of  the  foreign  country.  If,  on  the  other 
hand,  the  unfavourable  balance  of  payment  and  the  rise 
of  the  rate  of  exchange  are  due  to  a  general  raising  of 
home  prices  in  comparison  with  prices  abroad,  the  rise 
of  the  rate  of  exchange  will  not  experience  these  checks. 
Even  then,  however,  the  gold-supply,  as  long  as  gold  is 
given  out  freely  at  the  par  rate,  affords  a  temporary 
obstacle  to  the  further  rise  of  the  rate  of  exchange;  though 
by  no  means  to  a  continued  rise  of  prices.  If  the  gold- 
supply  comes  to  be  completely  exhausted,  or  the  redemp¬ 
tion  of  notes  is  suspended,  the  rate  of  exchange  and  prices 
will  continue  to  rise  indefinitely. 

Hence  the  stabilisation  of  the  rate  of  exchange  depends 
in  the  first  place  entirely  upon  the  stabilisation  of  the 
relative  value  of  money;  in  other  words,  upon  the  factors 
which  regulate  the  value  of  money  in  both  countries. 
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According  to  the  classical  theory  the  gold-supply 
must  be  so  distributed  between  gold-standard  countries 
according  to  the  needs  of  each  country  that  the  general 
level  of  prices  will  stand  about  the  same  in  both  countries. 
If  the  price-level  rose  in  one  country,  the  importation 
of  commodities  into  this  country  would  be  encouraged 
and  the  export  of  commodities  hampered,  and  there¬ 
fore  gold  would  be  abstracted  from  that  country;  this 
would  reduce  its  gold-supply,  and  its  price-level  wTould,  in 
accordance  with  the  quantity  theory,  be  proportionately 
lowered.  This  would  provide  an  automatic  regulation 
of  the  distribution  of  gold  and  of  the  price-level  of  the 
two  countries.  The  theory  would  be  sound  on  the  whole, 
if  the  metal  gold  were  really  the  standard.  In  reality 
this  is  not  the  case.  Even  the  gold  standard  has  its 
independent  existence,  and  is  only  bound  up  with  the 
metal  gold  in  the  way  we  have  already  described.  The 
nucleus  of  truth  in  the  classical  theory  must  have  been 
properly  presented  in  the  arguments  of  this  section. 

The  so-called  currency  theory,  which  was  the  basis  of 
Peel’s  Bank  Act  of  1844,  and  became  the  starting-point  of 
the  “  contingent  ”  system  of  limiting  the  issue  of  notes, 
was  a  practical  consequence  of  this  classical  theory  of  the 
international  distribution  of  gold  and  regulation  of  the 
value  of  money.  If  banknotes  circulated  as  well  as  money, 
this  could  only  be  permitted  on  condition  that  the  sum 
total  of  circulating  media  experienced  the  same  changes, 
under  the  influence  of  fluctuations  of  the  price-level, 
as  a  pure  system  of  gold-circulation  would  have  experi¬ 
enced.  Hence  every  diminution  of  the  gold-supply  of 
a  country  should  entail  an  absolutely  equal  diminution 
of  its  supply  of  media  of  payment.  Legislation  of  this 
kind  has  not  only  the  same  fundamental  defect  as  any 
legislative  fixing  of  the  reserve  of  notes  (§  45),  but  is  also 
based  upon  a  wrong  idea  of  the  gold  standard  as  an 
actual  system  of  gold-payment. 
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§  6 1.  The  Significance  of  Bank  Policy  as  Regards 
International  Payments. 

In  regard  to  home  payments  the  bank  policy  under  a 
gold  standard  has,  as  we  have  already  seen,  so  to  regulate 
the  provision  of  means  of  payment  that  the  money  will 
keep  as  far  as  possible  its  parity  with  gold.  For  this 
the  bank  policy  alone  is  not  enough.  It  is  generally 
necessary,  to  prevent  an  occasional  premium  on  gold,  to 
keep  a  reserve  of  gold  to  meet  occasional  increases  of  the 
monetary  demand  for  that  metal.  If  gold  is  not  in  circu¬ 
lation,  the  reserve  is  not  called  upon  for  home  payments; 
for  the  home  system  it  represents  only  a  fund  for  meeting 
the  non-monetary  demand  for  gold. 

The  bank  policy  has  to  be  similarly  managed  in  regard 
to  international  payments  in  order  to  keep  up  the  ex¬ 
change.  This  is  partly  done  by  a  policy  which  keeps 
money  on  a  par  with  gold  on  the  home  market.  In  this 
way  alterations  of  the  general  price-level,  which  drive 
the  rate  of  exchange  up  to  the  gold-point  and  therefore 
cause  the  export  of  gold,  are  avoided.  It  must,  both  at 
home  and  abroad,  be  the  aim  of  the  bank  policy  to  avoid 
as  far  as  possible  demands  upon  the  gold-reserve.  This, 
however,  cannot  entirely  be  done  even  by  a  sound 
banking  policy.  To  meet  demands  for  gold  which  arise 
in  spite  of  all  precautions  there  must  be  a  certain  gold 
reserve.  As  regards  foreign  payments  the  object  of  the 
reserve  is,  as  we  give  it  in  the  preceding  section,  to  com¬ 
plete  the  amount  of  foreign  means  of  payment  when  there 
is  a  deficit  in  the  balance.  Banking  policy  has  to  see  that 
this  need,  like  the  corresponding  need  in  home  trade,  only 
occurs  occasionally;  and  that  the  gold  returns  to  the 
country  and  the  bank  reserve  as  soon  as  the  balance  of 
payment  has  been  improved.  It  is  only  when  the 
general  price-level  is  properly  regulated  by  the  bank 
policy  that  the  bank  reserve  can  be  thus  protected  against 
home  or  foreign  demands,  and  preserved  for  its  purposes. 

We  saw  that  in  regard  to  the  home  demand  for  means 
of  payment  the  gold-reserve  of  the  central  bank  may  be 
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considerably  reduced  if  there  is  no  gold  in  the  home 
circulation.  In  the  same  way  the  claims  upon  the  gold- 
reserve  can  be  materially  reduced  if  other  means  of 
payment  are  used  instead  of  gold  in  the  settlement  of 
international  liabilities.  As  such  there  are,  for  a  central 
bank,  claims  payable  at  sight  upon  foreign  banking  houses, 
contango  payments  negotiated  in  the  best  Exchanges, 
and  especially,  perhaps,  first  class  bills  upon  such  places. 
These  bills  may  be  in  part  drawn  by  the  home  country 
against  the  foreign  country,  but  they  are  mainly  bills 
bought  at  the  foreign  place  with  the  object  of  fructi¬ 
fying  the  bank  reserve.  A  central  bank  which  keeps 
these  credits  in  sufficient  quantity  in  the  leading  centres 
of  international  payment  can  always  meet  demands  for 
foreign  means  of  payment  by  drawing  upon  them,  and 
thus  can  avoid  sending  gold.  This  seems  to  be  the 
most  natural  and  most  convenient  way,  as,  in  the  long 
run,  it  is  not  gold,  but  foreign  media  of  payment,  that 
are  demanded.  There  are  many  examples  of  this  kind  of 
banking  policy,  which  is  the  same  thing  as  what  is  some¬ 
times  called  “  bill  policy.”  It  is  most  developed  by  the 
Swedish  Riksbank,  which  always  kept  considerable  credit 
before  the  War  in  foreign  banking  houses,  and  especially  a 
reserve  of  bills  that  had  mostly  been  bought  on  the  Berlin 
Exchange.  As  in  this  way  the  demand  for  gold  for  export 
is  avoided  in  all  ordinary  cases,  and  as  there  is  no  gold 
circulating  in  the  country  itself,  the  Swedish  Riksbank 
could  be  satisfied  with  a  very  small  gold-reserve.  It 
is  true  that  the  gold  covering  of  the  notes  generally 
stands  at  nearly  one-half,  but  this  is  to  be  regarded  as  a 
precautionary  measure  to  meet  emergencies,  especially 
in  case  of  war,  when  the  aforesaid  foreign  media  of  pay¬ 
ment  lose  in  value  or  are,  perhaps,  no  longer  available. 

Whether  the  reserve  consists  of  gold  or  foreign  credits, 
it  must  be  protected  against  excessive  demands.  This  is 
done,  as  we  have  said,  mainly  by  a  banking  policy  which 
aims  at  keeping  the  general  price-level  as  far  as  possible  in 
agreement  with  the  relative  gold-supply  of  the  world. 
If,  for  the  sake  of  simplifying  the  matter,  we  suppose 
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that  the  relative  gold-supply  is  constant  for  some  time, 
the  banking  policy  must  be  directed  to  keeping  the 
general  level  of  prices  constant.  Let  us  suppose  that 
this  succeeds  entirely  for  a  certain  period.  The  means 
of  doing  it  is,  as  we  showed,  the  interest-policy,  especially 
the  discount-policy,  of  the  banks.  Let  us  suppose  also 
that  the  level  of  prices  is  unchanged  abroad.  In  these 
circumstances  the  home  discount-policy  will  protect  the 
reserve  against  all  demands  which  may  be  caused  by  a  rise 
of  prices  and  a  consequent  increase  of  the  demand  for 
home  and  foreign  media  of  payment.  The  demands  of 
means  of  payment  which  the  home  market  notwith¬ 
standing  makes  are  due  to  a  special  briskness  of  trade  at 
certain  times  of  the  year  or  during  favourable  conjunc¬ 
tures,  and  are  chiefly  met  by  the  increase  in  bank  means  of 
payment.  In  the  same  way  special  demands  for  foreign 
means  of  payment  will  arise  from  occasional  excesses  of 
foreign  liabilities.  An  occasional  negative  balance  of  pay¬ 
ment  of  this  kind  may  easily  occur  without  any  change 
in  the  general  level  of  prices,  though  as  a  whole  there 
is  equilibrium  in  the  balance  of  payments;  for  instance, 
on  account  of  an  unequal  distribution  of  exports  and 
imports  in  the  various  seasons  or  an  occasional  prepon¬ 
derance  of  imports  under  certain  economic  conjunctures, 
such  as  the  loan  of  capital  abroad,  a  bad  harvest,  and  so 
on.  These  occasional  demands  for  foreign  media  of 
payment  are  primarily  satisfied  by  the  means  indicated 
in  §  59,  especially  by  discounting  bills,  selling  stock,  and 
taking  up  foreign  loans.  As  a  rule  these  methods  succeed 
in  improving  the  balance  of  payment,  and  so  the  reserve 
is  protected  against  demands  for  foreign  means  of  pay¬ 
ment,  just  as  the  use  of  bank  media  of  payment  suffices 
to  turn  aside  the  demands  for  home  currency. 

A  central  bank,  however,  is  in  a  position  to  accelerate 
and  reinforce  these  automatic  improvements  of  the 
balance  of  payments.  This  is  done  by  a  device  which  is, 
in  this  connection,  usually  called  the  “discounting  policy.” 
When  the  discount  rate  at  Berlin  is  raised  above  the  rate 
current  at  comparable  foreign  centres,  foreign  capitalists 
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will,  in  ordinary  circumstances,  be  eager  to  place  their 
capital  in  Berlin  for  a  time,  which  may  involve  sending 
gold  to  Berlin,  though  it  is  generally  done  by  purchasing 
liabilities  which  mature.  This  amounts  to  transferring 
liabilities  to  the  future,  and  the  balance  of  payment  at 
Berlin  is  improved  for  the  time.  Germany  will  also 
discount  foreign  bills  at  foreign  places  at  a  lower  rate,  and 
by  this  anticipation  of  future  claims  will  create  credits 
that  momentarily  relieve  the  balance  of  payments.  Or, 
again,  in  order  to  avoid  the  high  German  discount- 
rate,  bills  are  sent  abroad  “  en  pension;”  which  is  equiva¬ 
lent  to  taking  up  a  short-term  loan.  The  high  discount 
and  the  consequent  high  rate  for  contango  money,  have 
a  direct  depressing  effect  upon  the  Berlin  Exchange, 
which  causes  the  sale  of  stock  abroad,  and  this  in  turn 
relieves  the  German  balance  in  favour  of  Germany. 
The  methods  are  very  different,  but  the  nucleus  of  the 
matter  is  the  same:  the  height  of  the  rate  attracts  capital 
and  so  improves  the  balance  of  payment. 

We  must  bear  in  mind  that  this  discount  policy, 
which  we  may,  perhaps,  call  the  “  foreign  discount 
policy,”  is  of  quite  a  different  character  from  the  discount 
policy  by  which  a  central  bank  regulates  the  value  of 
money  in  a  country  in  the  way  we  have  described  (§  48). 
On  the  simplifying  assumptions  we  have  made  here,  the 
latter  discount  policy  is  entirely  directed  by  the  single 
object  of  keeping  the  general  level  of  prices  steady.  But 
this  does  not  prevent  the  occurrence  of  inequalities  in  the 
foreign  balance  of  payment,  which  may  cause  the  central 
bank  to  adopt  a  discount  policy  suited  to  the  actual 
position  of  this  balance  of  payment.  In  this,  however, 
the  bank  traverses  its  fundamental  discount  policy  for 
regulating  the  value  of  money,  and  as  a  rule  it  is  inevitable 
that  the  work  of  regulating  the  value  of  money  and  the 
money  market  should  suffer  from  the  new  aims  that  the 
discount  policy  imposes.  The  “  foreign  discount  policy  ” 
then  means  a  disturbance  of  the  proper  and  central  dis¬ 
count  policy. 

The  foreign  discount  policy  is  of  its  very  nature  a 
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differential  discount  policy,  having  to  keep  its  eye  pri¬ 
marily  upon  the  differences  between  the  discount  rates 
in  the  various  monetary  centres.  When  Berlin  raises 
its  rate  in  order  to  attract  money,  as  we  say,  London  is 
often  compelled  to  raise  its  own  discount  rate  in  self- 
defence.  This  hampers  the  discounting  of  sterling  bills 
in  London,  and,  generally,  checks  the  transfer  of  money 
from  London  to  Berlin.  If  London  raises  its  rate 
higher  than  the  Berlin  rate,  Germany  may  be  compelled 
to  make  further  advances.  This  becomes  a  sort  of  race 
sometimes,  in  the  course  of  which  the  discount  rate  may 
be  raised  higher  than  is  necessary  from  the  point  of  view 
of  the  regulation  of  the  value  of  money.  We  must, 
however,  bear  in  mind  that  these  increases  of  the  dis¬ 
count  rate  hardly  go  too  far  if  they  occur  during  rising 
conjunctures,  as  it  is  in  any  case  not  possible  to  prevent 
a  rise,  often  a  considerable  rise,  of  the  general  level  of 
prices.  In  times  of  crisis,  on  the  other  hand,  a  feverish 
rise  of  the  discount  rate  in  the  international  competition 
for  gold  is  scarcely  reconcilable  with  a  rational  monetary 
policy. 

The  disadvantages  of  the  frequent  and  marked 
fluctuations  of  the  discount  rate  which  result  from  the 
“  foreign  ”  discount  policy  have  led  to  a  practice  of 
protecting  the  gold  reserves  of  the  banks  by  charging  a 
premium  on  gold  for  export,  instead  of  by  raising  the 
discount  rate.  This  “  gold-premium  policy  ”  is,  with¬ 
out  a  pure  gold  standard  being  therefore  abandoned, 
very  commonly  carried  so  far  that  the  price  of  gold  is 
forced  up  to  the  upper  limit  permitted  by  currency 
legislation.  It  may  go  even  further  in  countries  that 
have  a  “  limping  ”  standard,  or  an  imperfectly  realised 
gold  standard.  When  a  gold-premium  is  introduced 
the  exchange  rate  for  foreign  bills  may  go  above  the 
normal  gold-point.  The  gold-premium  policy  thus  leads 
to  fluctuations  in  the  exchange  rate  instead  of  fluctuations 
in  the  discount  rate,  and  it  may  be  disputed  which  of  the 
two  alternatives  is  the  lesser  evil.  In  one  case  trade  has 
to  bear  a  discount  rate  that  has  no  basis  either  in  the  state 
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of  the  capital  market  or  from  the  point  of  view  of  the 
regulation  of  the  supply  of  media  payment  on  the  home 
market;  in  the  other  case  there  is  a  deterioration  of  the 
standard,  and  the  gold  standard  is  at  times  abandoned. 
It  is  best,  of  course,  to  avoid  both.  And  to  a  certain 
extent  this  ought  to  be  possible  if  a  large  reserve  is  kept 
abroad,  either  in  gold  or  in  claims  payable  on  demand  or 
in  short-term  liabilities. 

If  we  assume  a  country  imposing  at  all  times  an  in¬ 
variable  premium  on  gold,  such  a  measure  really  means 
an  abandonment  of  the  gold-parity  of  its  currency;  and 
one  cannot  see  why  this  could  not  be  done  just  as  well 
directly.  This  premium  on  gold  is,  clearly,  of  no  more 
consequence  for  the  balance  of  payment  than  it  is  for 
protecting  the  gold-reserve. 


FOURTH  BOOK 

THE  THEORY  OF  CONJUNCTURE-MOVEMENTS 


CHAPTER  XIII 
INTRODUCTION 

§  6 2.  The  Character  of  the  Problem. 

OF  all  the  phenomena  of  conjuncture-movements 
it  is  crises  that  have,  quite  naturally,  attracted  the 
most  attention.  There  is  in  them  a  dramatic  element 
which  ensures  public  interest  in  them.  For  the  business 
world  the  crisis  is  a  period  of  danger,  of  great  losses,  of 
ruin.  Science  also  has  particularly  devoted  itself  to  the 
study  of  crises.  Special  students  have  given  us  theories 
of  the  crisis:  they  have  sought  to  ascertain  the  charac¬ 
teristic  features  of  crises  by  collecting  a  mass  of  historical 
material,  and  to  acquire  some  knowledge  of  the  causes 
and  effects  of  crises  by  comparing  the  peculiar  phenomena 
of  the  crisis  with  the  processes  of  the  antecedent  and 
subsequent  periods.  This  method  has  certainly  not  been 
without  results.  But  from  its  very  nature  it  is  bound  to 
pay  attention  chiefly  to  those  external  features  of  crises 
that  seem  to  have  the  greatest  interest,  and  therefore  the 
greatest  objective  significance,  from  the  point  of  view 
of  the  business  world  or  of  a  more  or  less  pre-conceived 
scientific  theory.  A  really  systematic  and  impartial 
study  is  hardly  possible  under  those  conditions,  or  it  is 
at  all  events  more  difficult. 

Here  we  adopt  a  different  method.  We  will  not 
study  crises  as  isolated  phenomena,  but  the  conjuncture- 
experience  as  a  whole,  as  a  continuous  movement  of  the 
national  economy.  Our  attention  will  generally  not  be 
directed  to  isolated  and  arbitrarily  selected  phenomena, 
but  we  will  systematically  inquire  what  real  changes  the 
national  economy  experiences  in  the  vicissitude  of  good 
and  bad  periods.  This  systematic  study  of  the  economic 
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movement  will  afford  us,  step  by  step,  an  insight  into  the 
nature  of  conjunctures  and  the  causal  connection  between 
the  various  factors  which  are  responsible  for  the  fluctua¬ 
tions  of  the  national  economy,  and  are  in  turn  affected 
by  these  movements.  In  this  way  a  study  of  conjunctures 
leads  to  a  treatment  of  the  dynamics  of  the  social  economy 
and  this  will  serve  as  a  necessary  completion  of  our  earlier 
treatment  of  the  economic  life  as  a  static  phenomenon  or 
a  uniform  development. 

In  studying  the  changes  of  the  economic  life  under 
the  stress  of  conjunctures  we  will  proceed  as  far  as  possible 
from  the  concrete  to  the  abstract.  We  will,  therefore, 
first  consider  the  changes  in  material  production  and  the 
connected  changes  in  regard  to  the  means  of  production. 
We  will  then  review  in  succession  the  fluctuations  of  prices 
and  of  income,  and  end  with  a  study  of  the  changes  in  the 
state  of  the  money  market.  At  every  step  we  will  try, 
as  far  as  possible,  to  establish  the  actual  processes  statis¬ 
tically,  in  order  to  bring  to  light  the  reciprocal  action  of 
the  various  lines  of  movement  and  reveal  the  inner 
connection.  It  is  obvious  that  in  such  a  kind  of  treat¬ 
ment  the  graphic  method  can  be  of  great  service,  especially 
when  there  is  question  of  comparing  two  different 
movements. 

It  is  clearly  an  advantage  to  be  able  to  follow  the 
lines  of  development  of  the  economic  life  over  as  long  a 
period  as  possible.  Only  a  curve  embracing  a  series  of 
conjuncture-changes  gives  us  a  satisfactory  picture  of  the 
way  in  which  these  conjuncture-movements  act  upon  a 
certain  factor,  and  it  is  only  by  a  comparison  between 
two  such  curves  that  we  get  a  more  or  less  confident 
insight  into  the  reciprocal  action  or  parallel  action  of 
different  factors. 

An  inquiry  of  this  kind,  however,  which  is  to  hold 
good  for  the  economic  life  of  the  whole  of  Western 
Europe,  cannot,  as  a  rule,  go  back  farther  than  the  early 
seventies.  The  limit  is  fixed  by  the  nature  of  the 
available  statistical  material.  But  there  are  also  intrinsic 
reasons  for  it.  It  is  only  from  that  date  that  there 
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develops  a  world- economy  of  so  connected  a  nature  that 
it  is  possible  to  consider  it  as  a  whole.  Only  then  were 
the  older  economic  forms  generally  and  definitively 
displaced,  the  modern  economy  of  exchange  and  pro¬ 
duction  by  division  of  labour  substituted  for  them,  and 
the  modern  technical  skill  in  production  and  transport 
developed.  In  fine,  from  that  time  onward  certain 
older  forms  and  causes  of  crises  seem  to  have  been  sub¬ 
stantially  overcome,  and  the  modern  type  of  crisis  and  of 
good  and  bad  periods,  with  their  characteristic  features, 
emerged. 

Crises,  in  the  general  sense  of  violent  disturbances 
of  the  economic  life,  may  be  of  many  different  kinds.  In 
history  they  are  chiefly  found  in  connection  with  great 
economic  revolutions  or  new  institutions  and  conditions, 
for  the  proper  handling  and  control  of  which  economic 
humanity  needs  a  long  education  by  experience.  Thus, 
for  instance,  the  evolution  of  the  monetary  system  led  to 
innumerable  crises  which  may  be  traced  to  misunder¬ 
standings  in  the  handling  of  the  coinage  or  the  issue  of 
notes.  Other  crises  were  due  to  the  misuse  of  credit, 
especially,  perhaps,  the  credit  of  the  State,  or  of  special 
instruments  of  credit  such  as  the  exchange.  The  great 
opportunities  that  were  offered  to  speculation  by  the 
Exchanges,  as  in  the  early  days  of  limited  companies, 
also  led  at  first  to  serious  abuses,  and  this  often  brought 
about  violent  crises.  The  extension  of  the  sphere  of 
West- European  trade  to  the  entire  world  involved  one 
of  these  changes  in  the  existing  economic  conditions 
which  was  bound  to  lead  to  many  a  crisis  before  the  busi¬ 
ness  world  had  quite  grasped  the  new  conditions  of  action 
and  adjusted  itself  to  them.  The  beginning  of  exporta¬ 
tion  from  Europe  to  the  colonies  was  characterised  by  a 
really  astonishing  lack  of  knowledge  of  the  needs  and 
purchasing  capacity  of  distant  parts  of  the  world.  This 
fact,  together  with  the  slowness  of  communications,  is 
responsible  for  a  series  of  great  commercial  crises  both  in 
the  eighteenth  and  the  first  half  of  the  nineteenth  century. 
Revolutions  in  the  conditions  of  the  importation  of 
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commodities  from  the  colonies  to  Europe  also  provoked 
crises,  the  most  important  and  best  known  of  which  is 
that  of  European  agriculture  at  the  close  of  the  nine¬ 
teenth  century.  It  is  only  natural  that  the  great  modern 
revolutions  in  the  technical  processes  of  industry  could 
not  take  place  without  serious  crises,  and  these  were 
especially  felt  in  a  number  of  trades  at  the  transition  from 
manual  labour  to  machine- production.  Besides  these 
circumstances  there  are  smaller  occasional  disturbances 
of  the  economic  life  to  be  taken  into  account  as  causes  of 
crises.  Most  of  them  may  be  traced  to  the  occasional 
scarcity  or  surplus  of  commodities;  they  arise,  for  in¬ 
stance,  during  a  very  good  or  very  bad  harvest,  during 
a  dearth  of  raw  material  of  such  a  nature  as  to  bring  the 
industry  to  a  standstill,  during  changes  of  fashions  which 
make  stores  of  goods  unsaleable,  and  so  on.  War  also 
must  be  included  amongst  the  general  causes  of  economic 
crises. 

It  is  at  once  obvious  that  no  general  or  single  theory 
is  possible  for  so  varying  and  varied  a  phenomenon  as 
crises,  in  the  sense  we  have  described.  What  we  have 
to  study  in  this  Book  is,  not  the  whole  of  the  possible 
disturbances  of  the  economic  life,  but,  as  we  have  hinted, 
the  general  upward  and  downward  movement  of  the 
economic  life,  especially  in  the  features  it  has  presented 
since  1870.  Since  that  date  many  of  the  older  causes 
of  crises  have  generally  ceased  to  act.  The  crises  that 
fall  within  the  period  considered  here  have  to  some 
extent  a  common  character,  and  they  are  in  the  main 
an  outcome  of  the  causes  which  are  responsible  for  the 
ordinary  and  increasingly  interconnected  fluctuations 
of  the  economic  life;  whereas  the  more  casual  conditions 
which  generally  governed  the  earlier  crises  disappear 
more  and  more.  The  close  observer  of  the  economic 
history  of  the  nineteenth  century  cannot  fail  to  see  a 
gradual  change  in  the  character  of  the  phenomenon  we 
call  a  crisis.  This  change,  however,  did  not  go  so  far 
as  to  bring  out  clearly  the  new  type  of  crisis  and  conjunc¬ 
ture- movement  until  the  seventies.  On  this  ground  there 
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are  certain  objections  to  theories  of  modern  conjuncture- 
movements  which  built  too  much  upon  material  from  the 
history  of  the  earlier  crises,  and  we  are  fully  justified  in 
confining  our  inquiries  to  the  period  after  1870. 

On  the  other  hand,  the  outbreak  of  the  Great  War 
brought  this  period  to  a  sudden  end.  When  normal 
conditions  have  been  restored,  we  shall  probably  again 
see  trade- movements  analogous  to  those  of  the  period 
1870-1914,  and  we  shall  then  probably  find  it  of  great 
practical  advantage  to  have  thoroughly  studied  the  said 
period.  But  the  decade  after  1914  will  permanently 
represent  a  discontinuity  of  development,  and  the  whole 
statistical  material  will  have  to  be  arranged  again  upon  a 
fresh  basis.  For  these  reasons  the  period  1870-1914 
seems  to  be  an  isolated  period  with  very  natural  limits. 

There  are,  of  course,  also  in  this  limited  period 
casual  disturbances  of  the  kind  we  have  described, 
although,  as  we  said,  many  of  the  causes  of  earlier  crises 
have  now  very  little  vitality.  But,  as  we  direct  our 
attention  here  to  the  larger  upward  and  downward  move¬ 
ments  of  the  world- system,  we,  as  far  as  possible,  ignore 
all  casual  and  small  disturbances,  all  that  are  local  in  their 
effects  and  confined  to  certain  trades. 

We  must  not  overlook  the  fact  that  the  period  we 
are  considering  also  represents  a  period  of  transition  with 
far-reaching  economic  changes.  During  that  period 
the  old  self-regarding  agriculture  comes  finally  to  an  end, 
and  production  based  upon  division  of  labour  and  the 
system  of  exchange  attains  its  modern  perfection.  It 
is  quite  to  be  expected  that  a  revolution  of  this  character 
will  entail  great  economic  disturbances.  Hence  all  views 
of  modern  good  and  bad  periods  and  crises  as  necessary 
concomitants  of  the  modern  productive  and  social  order 
are  premature.  Theory  must  not  start  a  'priori  with  the 
assumption  that  it  has  to  find  the  whole  and  final  explana¬ 
tion  of  the  movements  in  question  in  the  nature  of  the 
economic  order  we  have  attained,  but  it  must  pay  atten¬ 
tion  also  to  the  significance  of  the  transition  to  this 
economic  order.  We  are  still  in  a  period  of  transition, 
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and  we  must  wait  to  see  what  influence  upon  the  said 
movements  the  close  of  the  transition  will  show.  The 
old  thesis,  that  crises  were  progressively  more  injurious, 
is  already  antiquated.  In  the  most  progressive  and 
economically  best  educated  countries,  in  which  some  of  the 
worst  of  the  earlier  causes  of  crises  (an  unsound  banknote 
policy,  for  instance)  have  been  mastered,  the  available 
material  points  rather  to  a  weakening  of  crises.  We  must, 
therefore,  leave  the  question  open  at  present  how  far  the 
great  economic  fluctuations  which  we  are  to  consider  are 
connected  with  the  revolution — a  revolution  unique  in 
itself — of  the  socio-economic  order,  and  how  far  we  should 
expect  that  they  will  decrease  in  strength  at  the  close  of  it. 

But  before  we  approach  the  study  of  the  movements 
of  the  economic  life  under  the  influence  of  conjunctures, 
we  must  come  to  an  agreement  as  to  the  chronology  of 
these  conjunctures:  in  other  words,  we  must  settle  in 
what  year  the  conjuncture  passed  from  a  period  of 
advance  into  a  depression.  In  settling  this  we  take  up 
no  a  priori  position  in  regard  to  our  problem.  Assigning 
the  point  of  time  to  which  we  must  trace  the  economic 
changes  is  really  a  question  of  terminology.  We  must, 
in  deciding  the  question,  only  lay  stress  on  our  determina¬ 
tion  to  keep  as  closely  as  possible  to  what  is  generally 
recognised.  Happily  there  is  on  this  point  no  difference 
of  opinion.  In  what  follows  we  take  1873,  1882,  1890, 
1900,  and  1907  as  crisis-years,  or,  in  order  to  emphasise 
the  change  from  advance  to  decline,  “  years  of  turning- 
point.”  In  our  diagram  we  shall  indicate  these  years 
by  thick  vertical  lines,  which  we  may  call  “  turning 
lines.” 

In  thus  determining  the  crisis-years,  however,  we  must 
bear  in  mind  that  in  different  countries  there  may  be 
different  dates  of  the  crisis.  These  differences  are  only 
of  material  importance  as  regards  the  United  States, 
where  the  crises  of  1890  and  1900  were  delayed  until 
1893  and  1903  respectively. 

Although  this  chronology  is  generally  accepted,  it 
will  not  be  out  of  place  to  show  the  reasons  for  it.  If 
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we  define  the  crisis  as  a  time  of  general  inability  to  meet 
obligations  which  fall  due,  we  must  take  an  extraordinary 
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external  mark  of  the  crisis.  The  statistics  of  the  discount 
rate  show  infallibly  that  the  maxima  of  these  rates  always 


fall  in  the  crisis-years  we  have  enumerated.  The  best 
way  to  convince  ourselves  of  this  is  to  glance  at  the 
diagrams  (Figs.  6  and  7),  in  which  the  continuous  line 
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Fic.  7. — Bank-Discount  -  and  Market-Discount  -  -  at  London. 
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represents  the  bank- discount,  and  the  dotted  line  the 
market-discount,  for  Berlin  and  London.* 

A  closer  study  of  the  connection  between  the  con¬ 
juncture-movements  and  the  discount-rates  properly 
belongs  to  a  later  stage  of  our  inquiry.  Here  we  need  only 
point  out  that  the  extraordinary  strain  of  the  money 
market  which  is  always  connected  with  the  idea  of  a 
crisis  did  actually  occur  in  each  of  the  “  crisis-years  ”  we 
have  enumerated. 

•  The  figures  upon  which  the  diagram  is  based  are  given  in  Table  IV. 
in  the  Appendix. 


CHAPTER  XIV 

THE  INFLUENCE  OF  CONJUNCTURES  ON  PRODUCTION 

§  63.  The  Chief  Branches  of  Production  during 
Conjunctures. 

WE  now  proceed  to  study  those  changes  in  economic 
production  which  make  their  appearance  in  the 
various  phases  of  a  conjuncture.  We  must,  for  this 
purpose,  distribute  the  productive  activity  into  its  main 
branches  and  observe  the  particular  effect  of  conjunctures 
upon  the  various  kinds  of  production. 

Production  is,  as  we  know,  divided  into  two  main 
branches:  the  production  of  fixed  capital  and  the  produc¬ 
tion  of  goods  which  pass  directly  into  the  system  of  con¬ 
sumption.  In  both  cases  there  is  an  intermediate  stage, 
a  connecting  link,  in  the  productive  process:  the  pro¬ 
duction  of  materials  and  half-manufactured  products 
and  the  production  of  things  used  in  production.  The 
materials  and  half-manufactured  products — pig-iron  and 
rails,  cotton  and  cotton-yarns,  material  like  coal  for 
providing  power,  which  we  have  put  together  under  the 
head  of  “  circulating  capital,”  are,  so  to  say,  only  symp¬ 
toms  of  the  continuous  process  of  production,  which 
technically  ends  in  the  creation  of  a  fixed  capital  or  a 
commodity  that  passes  into  the  consumptive  system. 
We  must  therefore  assume  that  the  production  of 
circulating  capital  is  adjusted  to  one  or  the  other  main 
branch  of  production,  at  least  in  the  first  place,  according 
to  the  volume  of  this  branch.  Hence  in  our  study  of  the 
effect  of  conjunctures  upon  production  we  have  only  to 
distinguish  between  the  production  of  fixed  capital  and 
the  production  of  goods  which  pass  directly  into  the 
consumptive  economy.  For  brevity,  we  will  call  these 
two  branches  “  production  of  capital  ”  and  “  production 
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of  goods  for  consumption.”  As  to  the  range  of  each 
species  the  production  of  certain  kinds  of  circulating 
capital  will,  as  we  shall  soon  see,  be  our  best  guide. 

First  let  us  consider  the  production  of  capital.  The 
most  important  fixed  capital  in  the  modern  economy 
consists,  as  we  have  seen,  of  buildings  and  railways. 
Hence  in  ascertaining  the  influence  of  conjunctures  upon 
the  production  of  capital,  we  must  consult  statistical 
data  as  to  the  construction  of  houses  and  railways. 

In  regard  to  the  former  we  have  for  the  United  States 
statistics  of  the  sums  devoted  annually  to  building  in  the 
fifty-two  leading  cities.  The  figures  are  for  calendar 
years,  in  millions  of  dollars  :* 


Tear. 

Million 

Dollars. 

Tear. 

Million 

Dollars. 

1904 

469 

1909  . . 

772 

1905  . . 

645 

1910 

726 

1906 

679 

1911 

688 

1907 

646 

1912 

739 

1908 

5  66 

1913  .. 

660 

The  figure  for  1907  is  increased  by  $20,000,000  by  the 
inclusion  of  three  new  cities  in  the  statistics.  It  is, 
however,  clear  from  the  table  that  there  was  a  great 
increase  of  building  in  the  years  preceding  1907.  The 
annual  maximum  falls  in  the  year  before  the  crisis-year 
1907.  During  the  subsequent  depression  building  shrank 
rapidly.  In  a  single  year  the  sum  devoted  to  it  was 
reduced  by  $80,000,000,  or  12  per  cent,  of  the  amount 
that  had  been  reached  in  1907. 

In  the  following  year,  1909,  when  there  was  another 
advance,  as  sudden  as  it  was  brief,  in  the  United  States, 
the  sum  devoted  to  building  rose  by  no  less  than 
$106,000,000.  The  next  two  years  brought  a  severe 
reaction.  A  new  maximum  was  reached  in  1912,  or. 


•  Statistical  Abstract  of  the  United  States. 
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once  more,  in  the  year  before  the  new  turning-year  of  the 
conjuncture  of  1913.  The  period  of  advance  is  therefore 
characterised  by  an  increasing  building  activity,  the 
depression  by  the  reverse.  The  maximum  of  production 
is  reached  a  little  before  the  end  of  the  high  conjunc¬ 
ture. 

A  similar  effect  of  conjunctures  upon  building  can 
be  traced  in  Germany.  The  volume  of  memoranda  to  the 
reform  of  the  Imperial  finances  of  1908  gives  statistics 
of  the  amounts  insured  in  the  public  fire-insurance  companies 
with  compulsory  rights  *  (We  give  the  figures,  abbrevi¬ 
ated,  in  millions  of  marks.)  The  fluctuation  of  these 
figures  from  year  to  year  gives  us  a  general  idea  of  the 
changes  in  the  rate  of  building.fi  We  see  that  the  increase 
in  insurance-sums  reached  a  pronounced  maximum  in 
the  years  1882,  1891,  1901,  and  1904,  and  therefore  that 
the  highest  points  almost  coincide  with  those  of  the 
high  conjunctures.  In  some  cases,  however,  the  maxi¬ 
mum  of  increase  is  a  year  late:  the  meaning  of  which  is 
that  a  brisk  building  activity  in  one  year  is  only  shown 
in  a  corresponding  increase  of  the  insurance  figures  in 
the  following  year.  The  maximum  of  the  year  1904 
points  to  a  special  advance  outside  the  general  and  large 
conjuncture-movement. 

The  construction  of  railways  has  long  been  regarded 
as  a  good  test  of  conjunctures.  It  is,  however,  unmis¬ 
takable  that  the  economic  character  of  railway-con¬ 
struction  in  the  leading  countries  of  Western  civilisation 
has  changed  to  some  extent.  To-day  the  centre  of 
gravity  in  these  countries  lies  rather  in  increasing  the 
transport-capacity  of  the  old  lines  than  in  making  new 
lines.  This  change  seems  to  some  extent  to  have  lessened 
the  effect  of  conjunctures  upon  this  type  of  construction. 

*  Reichstag.  12  Legislatur-Periode,  I.  Session,  1907-1909,  No.  1,043, 
Teil  III.,  “  Materialien  zur  Beurteilung  der  Wohlstandsentwickelung 
Deutschlands  im  letzten  Menschenalter,”  p.  35. 

t  The  average  per  cent,  growth  of  the  insurance-sums  in  the  thirty- 
year  period  1876-1906  is  3'05.  This  figure  agrees  with  the  percentage 
of  the  general  economic  progress  which  we  have  found  characteristic  of 
the  period. 
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Tear. 

Amounts  of 
Insurance. 

Tear. 

Amounts  of 
Insurance. 

1875 

14,281 

1891 

22,742 

1876  .. 

15,135 

1892  .. 

23,120 

1877  •• 

15,756 

1893  .. 

23,836 

1878  .. 

15,696 

1894  .. 

24,572 

1879  . . 

16,079 

1895  .. 

25,275 

1880  .. 

16,293 

1896  .. 

25,639 

1881 

16,681 

1897  .. 

26,500 

1882  .. 

17,983 

1898  .. 

27,529 

1883  .. 

17,478 

1899  .. 

28,520 

1884  .. 

17,868 

1900 

29,349 

1885  .. 

18,314 

1901 

30,780 

1886  .. 

18,719 

1902 

32,123 

1887  .. 

19,487 

i9°3  • • 

33,667 

1888  .. 

20,151 

1904  . . 

35, 4H 

1889  .. 

20,855 

1905  . . 

36,792 

1890  .. 

21,445 

1906  . . 

37,209 

The  development  of  railway-construction  in  the 
United  States  is  particularly  interesting.*  Ever  since  the 
middle  of  the  nineteenth  century  the  history  of  railway- 
construction  there  has  been  also  the  history  of  crises. 
Constructions  in  the  fifties,  for  instance,  which  reached 
their  height  with  3,642  miles  of  new  lines  in  1856,  lost 
their  upward  movement  with  the  crisis  of  1857,  and  sank 
annually  until  they  reached  their  lowest  point  (660  miles) 
in  1861.  At  the  close  of  the  sixties  the  construction  of 
railways  became  brisk  once  more.  In  1871  the  new  lines 
opened  amounted  to  7,379  miles.  From  this  point  there 
is  a  decline  until  1873,  when  a  little  over  4,000  miles 
of  new  lines  were  opened.  In  1875,  however,  the  figure 
dropped  to  1,711  miles.  At  the  close  of  the  seventies 
and  beginning  of  the  eighties  there  was  more  construction, 
and  in  1882  the  enormous  figure  of  11,569  miles  was 
reached,  to  be  followed  by  a  drop  to  2,975  miles  in  1885. 
These  figures  bring  out  very  clearly  the  connection 
between  railway-construction  and  conjunctures.  The 
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periods  of  advance  are  characterised  by  unusual  activity 
in  the  construction  of  lines,  and  this  activity  reaches  its 
maximum  in  the  year  of  crisis  or  just  before  it.  On  the 
other  hand,  in  what  we  have  called  periods  of  decline 
railway-construction  falls  to  a  minimum. 

After  the  depression  in  the  middle  of  the  eighties 
there  was  a  great  advance  in  railway- construction  in  the 
United  States,  which  culminated  in  a  total  of  12,876 
miles  in  1887;  and  this  was  maintained  until  1893  with  a 
good  deal  of  construction.  In  the  nineties,  however, 
the  increasing  of  the  transport-capacity  of  the  old  systems 
seems  to  gain  increasingly  in  importance  in  comparison 
with  the  opening  of  new  lines.  The  statistics  published 
by  the  Interstate  Commerce  Commission  in  1890  give 
us  some  insight  into  this  development.*  These  statistics 
give  the  total  length  of  lines  laid  down,  and  the  figures 
are  given  separately  for  the  first,  second,  third,  and  fourth 
line  and  for  station-lines.  The  annual  increase  (in 
thousands  of  miles)  of  the  total  length  of  lines  is,  on  this 
material,  as  follows  for  the  years  1891-1907  (fiscal  year 
to  June  30th) : 


Tear. 

T housand 
Miles. 

Tear. 

T  housand 
Miles. 

1891 

7-6 

1901 

6-6 

1892 

3-6 

1902 

8-8 

1893  .. 

io-8 

I9°3  •  • 

9-6 

1894  . . 

7.9 

1904  •  • 

13-3 

1895  .. 

3‘5 

1905  •  • 

9.7 

1896  . . 

5-9 

1906 

io*3 

1897  .. 

2-9 

1907  •  • 

109 

1898 

3*3 

1908  .. 

57 

1899  .. 

4*8 

1909  •  • 

87 

1900 

8-6 

1910 

9-4 

We  must  bear  in  mind  that  the  years  given  in  the  figures 
end  on  June  30th  for  each  year.  It  then  appears  that  the 
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three  years  of  advance  which  end  in  the  crises  of  1893, 
I9°3>  and  1907  are  characterised  by  a  great  increase  of 
new  lines,  while  the  periods  of  decline  after  the  crises  are 
just  as  clearly  characterised  by  a  reverse  movement.  In 
the  period  covered  by  our  statistics  the  length  of  the 
first  line  has  fallen  much  below  half  of  the  total  length, 
so  that  the  additional  and  station-lines  surpass  it.  For 
instance,  the  length  added  to  the  first  line  in  1907 
amounted  to  only  5,100  miles,  while  the  addition  to  the 
others  was  5,800  miles.  This  shows  that  the  statistics 
relating  to  the  extension  of  the  first  line  are  not  sufficient 
for  testing  the  effect  of  conjunctures  upon  railway- 
construction. 

The  new  character  of  railway- construction  is  seen, 
not  merely  in  the  increased  demand  for  additional  lines, 
but  in  the  general  development  of  the  old  systems :  the 
profile  of  the  lines  is  improved,  sharp  curves  are  abolished, 
wooden  bridges  and  viaducts  are  replaced  by  steel.  The 
annually  reconstructed  bridges  and  viaducts  alone  on  the 
larger  systems  must  be  reckoned  in  miles.  All  this  work 
was  clearly  necessitated  by  the  great  progress  of  trade.  It 
has,  therefore,  a  much  less  speculative  character  than  the 
construction  of  railways  in  earlier  times  had,  when  their 
object  was  mainly  to  open  up  new  districts  as  rapidly 
as  possible.  We  are  probably  justified  in  assuming  that 
the  change  in  the  character  of  railway- construction 
that  has  taken  place  will  gradually  weaken  the  influence 
of  conjunctures  upon  the  sphere  of  production  we  are 
considering. 

In  a  country  like  England  railway- construction  has 
certainly  not  come  to  a  standstill,  yet  the  development  is 
quieter  than  formerly.  The  annual  increase  of  the  paid- 
up  capital  of  the  English  railways  is  now  often  less  than 
I  per  cent,  of  the  whole,  and  in  the  period  1901-1911 
it  never  exceeded  2  per  cent.*  The  fluctuations  from 
year  to  year  do  not  show  any  striking  connection  with 
conjuncture-fluctuations.  In  earlier  periods,  however, 

•  “  Paid-up  Capital  of  Railway  Companies  ”  (Statistical  Abstract 
for  the  United  Kingdom.) 
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railway  construction  in  England  is  very  significant  in 
connection  with  the  study  of  conjunctures. 

In  many  new  countries  railway-construction  has  still 
the  character  which  it  had  during  the  earlier  period  in 
our  older  countries.  Hence  statistics  giving  in  kilometres 
the  length  of  new  lines  opened  throughout  the  world  do 
not  convey  a  correct  idea  of  the  significance  of  railway- 
construction.  This  is  all  the  clearer  when  we  bear  in 
mind  how  much  the  cost  of  construction  per  kilometre 
differs  in  different  countries.  This  makes  it  very  difficult 
for  us  to  form  a  general  idea  of  the  influence  of  con¬ 
junctures  upon  railway- construction. 

While,  therefore,  one  can  prove  that  conjunctures 
show  a  certain  influence  in  the  construction  of  houses 
and  railways,  and  in  the  sense  that  the  production  of 
capital  in  these  spheres  increases  during  periods  of 
advance  and  falls  during  periods  of  decline,  the  result  is 
obtained  from  isolated  observations  which  may  not  be 
representative,  in  the  selection  of  which  different  circum¬ 
stances  cannot  all  be  equally  taken  into  account,  and 
which,  especially,  do  not  enable  us  to  measure  the  influence 
of  conjunctures.  We  must  rather  try  to  find  a  production 
that  can  represent  the  entire  production  of  fixed  capital, 
which  quantitatively  reflects  the  fluctuations  in  the  pro¬ 
duction  of  capital,  and  from  the  fluctuations  of  which 
one  can  deduce  corresponding  fluctuations  in  the  pro¬ 
duction  of  capital.  For  this  purpose  we  must  leave  the 
production  of  definite  concrete  objects  of  capital,  and 
turn  our  attention  to  the  materials  which  are  generally 
used  in  the  production. 

If  we  ask  what  are  the  chief  materials  of  which  fixed 
capital  consists  in  the  modern  economy,  we  soon  find  that 
they  are  iron,  wood,  and  stone  (including  bricks  and 
cement).  Of  these  iron  is  by  far  the  most  important. 
Modern  technical  developments  have  given  it  this  para¬ 
mount  importance  as  material  for  fixed  capital.  In 
earlier  times  it  was  mainly  used  for  making  tools.  Tech¬ 
nical  advances  in  its  manufacture  made  it  possible  to  use 
iron  for  building  purposes  in  the  first  half  of  the  nine- 
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teenth  century,  but  it  was  not  until  the  Bessemer,  Siemens- 
Martin,  and  Thomas  processes  were  introduced  that  the 
race  entered  upon  the  “  iron  age  ”  in  the  modern 
technical  sense.  From  the  seventies  onward  it  was  used 
extensively  in  constructions  of  every  conceivable  kind. 
It  is  now  the  chief  material  not  only  for  railways,  including 
bridges,  viaducts,  stations,  and  rolling  stock,  but  for  ships 
(including  sailing  ships),  buildings,  factories,  and  even 
houses.  Since  the  Thomas  process  made  it  possible  to 
produce  iron  girders  cheaply,  it  has  been  used  considerably 
in  the  building  of  houses.  Even  a  small  house  can 
scarcely  be  built  to-day  without  iron  girders  coming  in 
somewhere.  Then  there  is  the  extensive  use  of  ii  on  for 
pipes,  either  in  the  house  or  leading  into  it  from  the 
street.  When  we  keep  all  this  in  mind,  we  see  that  iron 
is  not  merely  beyond  question  the  most  important 
material  of  fixed  capital,  but  is  so  generally  used  as  such 
that  the  consumption  of  it  is  a  very  good  measure  of  the 
entire  production  of  fixed  capital.  It  might  be  objected 
that  a  certain  amount  of  iron  is  used  in  the  production  of 
goods  for  consumption.  But  if  we  calculate  the  consump¬ 
tion  of  iron,  not  in  value,  but  in  tons,  the  amount  that  is 
used  for  making  razors,  skates,  etc.,  is  insignificant,  and 
need  not  be  considered.  The  annual  production  of  iron 
may  be  taken  as  a  measure  of  the  annual  production  of 
fixed  capital. 

Iron  assumes  a  great  variety  of  forms.  In  practice, 
however,  all  iron,  at  least  under  technical  conditions  up 
to  the  present,  passes  through  the  stage  of  pig-iron. 
Hence  the  statistics  of  the  production  of  pig-iron  afford 
the  measure  we  need  of  the  total  production  of  capital. 
These  statistics  have  the  further  advantage  of  being 
fairly  available  for  the  whole  world,  and  so  they  enable 
us  to  draft  a  curve  that  reflects  the  world-production 
of  fixed  capital. 

In  our  diagram  (Fig.  8)*  the  world-production  of 

*  The  numbers  on  the  left  of  the  diagram  represent  the  world- 
production  of  pig-iron  in  millions  of  tons.  The  statistical  data  on  which 
the  curve  is  based  are  given  in  Table  V.  in  the  Appendix. 


II 


12 


520  CONJUNCTURES  AND  PRODUCTION 

pig-iron  is  represented  by  curve  A.  A  glance  at  this 
curve  shows  that  its  highest  points  always  coincide  with 
the  turning-point  lines :  in  other  words,  that  the  maxima 
of  iron-production  coincide  with  the  culminating  points 
of  the  conjunctures.  Before  each  turning-point  line 
there  is  a  considerable  increase  in  the  output  of  iron,  and 


Fig.  8. — World-Output  of  Pig-Iron  (A)  and  Coal  (B)  in  Millions 

of  Tons. 

after  it  a  fairly  regular  diminution  of  output.  And  as 
the  production  of  iron  represents  the  entire  production 
of  fixed  capital,  we  see  that  there  is  a  special  increase  of 
capital-production  before  each  turning-point  and  a  decline 
afterwards.  This  justifies  our  use  of  the  terms  “  periods 
of  advance  and  decline.”  We  may  now  precisely  define 
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these  ideas.  A  period  of  advance  is  one  of  special  increase 
in  the  production  of  fixed  capital ;  a  period  of  decline ,  or  a 
depression,  is  one  in  which  this  production  falls  below  the 
point  it  had  reached. 

The  production  of  pig-iron  rose  from  about  9,000,000 
tons  to  about  66,000,000  tons  in  the  period  from  1865  to 
1910,  which  means  an  average  annual  increase  of  4-5 
per  cent.  The  increases  during  the  periods  of  advance 
rise  to  30  and  40  per  cent.  The  decline  in  the  periods 
of  depression  is  usually  smaller;  it  is  generallv  under 
10  per  cent.,  and  only  in  1908  sinks  to  about  20  per  cent. 

We  may,  therefore,  regard  it  as  settled  that  con¬ 
junctures  influence  the  production  of  fixed  capital,  and 
how  they  do  so.  But  it  is  not  enough  to  know  this.  We 
must  know  also  whether  the  effects  are  the  same  upon 
other  production,  or  if  they  are  different,  perhaps  oppo¬ 
site.  We  must,  therefore,  inquire  how  the  production 
of  goods  which  pass  directly  into  the  sphere  of  con¬ 
sumption  behaves  in  the  various  conjunctures.  We  might 
try  to  quote  various  commodities  and  make  them  the 
objects  of  this  inquiry.  But  such  a  method  would 
greatly  expose  us  to  the  risk  of  basing  our  selection  too 
much  upon  casual  things,  and  thus  our  conclusions  as  to 
the  dependence  of  the  production  of  goods  for  consump¬ 
tion  upon  conjunctures  would  not  be  sufficiently  con¬ 
vincing.  Here  again  we  must  take  a  single  article  that 
may  stand  for  the  entire  production. 

Before  we  attempt  this,  we  must  recall  that  one  large 
province  of  production  for  consumption  is  excluded  of  its 
very  nature.  In  regard  to  agriculture  it  is  the  weather- 
conditions  that  play  the  chief  part.  Agricultural  pro¬ 
duction  varies  at  every  harvest  and  has  no  direct  con¬ 
nection  with  conjuncture-movements. 

Excluding  agricultural  production,  we  have,  as  regards 
the  remaining  production,  one  article  that  is  of  such 
general  importance  that  it  may  be  used  as  a  measure  of 
the  whole.  This  is  coal.  Coal  is  also  used  to  a  great 
extent  in  the  production  of  fixed  capital,  and  therefore 
the  curve  of  the  coal-output  will  not  give  us  a  clear-cut 
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picture  of  the  production  of  goods  for  consumption. 
Yet  a  comparison  of  this  curve  with  that  of  pig-iron  will 
be  very  instructive.  Coal  is  not  only  used  for  material 
productive  purposes  in  the  strict  sense,  but  also  for  the 
direct  satisfaction  of  certain  requirements,  such  as  heating 
and  lighting  our  houses  and  transport  of  passengers  by 
rail  and  tram.  From  our  point  of  view  this  is  an  advan¬ 
tage,  as  it  makes  the  coal-output  a  measure  also  for  the 
whole  sphere  of  production  to  meet  material  require¬ 
ments.  In  the  diagram  (Fig.  8)  the  world’s  coal-output 
is  represented  by  curve  B,  which  gives  the  totals  in 
millions  of  tons  (numbers  on  the  right). 

This  curve  shows  regular  increases  in  the  periods 
of  advance,  but,  as  a  rule,  no  decline,  or  very  little  decline, 
in  periods  of  depression.  On  the  whole,  it  has,  as  will 
be  seen  at  a  glance,  a  much  more  even  course  than  the 
pig-iron  curve.  We  suspect  the  influence  of  conjuncture, 
but  it  seems  very  probable  that  this  influence  is  non¬ 
existent,  or  is  at  least  substantially  neutralised,  if  we 
could  make  a  deduction  for  the  coal-output  that  is  required 
for  the  production  of  pig-iron  and  the  iron  industry 
generally.  We  seem  to  be  justified  in  concluding,  there¬ 
fore,  that  the  coal-output  which  is  employed  in  produc¬ 
tion  for  consumption  really  increases  very  steadily  and 
shows  no  pronounced  dependence  upon  conjunctures. 
The  only  decline  of  any  real  significance  is  in  the  year 
1908,  following  upon  the  extraordinary  increase  of  1907. 
But  it  is  plain  that  this  decline  must  be  attributed  to  the 
enormous  decline  in  the  output  of  pig-iron  in  that  year, 
and  that  the  coal-output  for  other  purposes  than  the 
iron  industry  was  very  little  affected  by  the  conjuncture 
of  1907  and  the  subsequent  depression. 

Hence  a  comparison  of  the  two  curves  of  production 
leads  to  the  conclusion  that  conjunctures  have  a  pro¬ 
nounced  influence  on  the  output  of  pig-iron,  but  that 
we  can  scarcely  trace  any  such  influence  as  regards  the 
coal  that  is  used  in  the  production  of  goods  for  con¬ 
sumption.  This  result  may,  after  what  we  said  about 
the  significance  of  our  curves,  be  further  interpreted  to 
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mean  that  the  production  of  fixed  capital  depends  essen¬ 
tially  upon  conjunctures,  whereas  the  ■production  of  articles 
which  pass  directly  into  the  system  of  consumption  shows  no 
pronounced  dependence  upon  conjunctures.  This  means  that 
the  change  from  periods  oj  advance  to  periods  of  decline  is  in  its 
innermost  nature  a  variation  in  the  productionof fixed  capital, 
but  is  not  directly  connected  with  the  rest  of  production. 

This  thesis  is  clearly  of  such  fundamental  importance 
to  the  whole  theory  of  conjunctures  that  we  must  not 
fail  to  test  it  by  all  the  means  at  our  disposal.  First  let 
us  compare  the  production  of  pig-iron  and  coal  in  a 
single  country — Germany.  The  relevant  curves  are 
given  in  the  diagram  (Fig.  9).*  As  regards  the  produc¬ 
tion  of  pig-iron  (curve  A),  in  the  case  of  Germany  it 
shows  a  comparative  advance  considerably  greater  than 
the  general  advance  in  world-production.  Hence  the 
periods  of  advance  are  very  pronounced  in  the  German 
pig-iron  output.  After  the  turning  years  1873,  1900, 
and  1907  we  also  find  pronounced  depressions.  On  the 
other  hand,  there  is  no  reaction  after  1890;  and  after 
1882  we  do  not  find  a  reaction  until  1886,  when  it  is 
slight.  The  coal- curve  runs  very  evenly  on  the  whole. 
It  shows  few  and  inconsiderable  reactions:  namely,  27 
per  cent,  in  1876-7,  r8  per  cent,  in  1891-2,  and  1*5  per 
cent,  in  1901 -2.  This  comparison  of  the  German  coal 
and  iron  output  must  be  regarded  as  a  strong  confirma¬ 
tion  of  our  conclusion. 

In  the  United  States  the  fluctuations  of  the  pig-iron 
output  have,  as  is  well  known,  always  been  very  great. 
From  1890  to  1894,  for  instance,  the  output  fell  from 
9,200,000  to  6,700,000  tons.  But  the  production  of  coal  in 
the  United  States  has  been  much  steadier.  During  the 
period  from  1870  to  1907  it  shows  no  decline  of  more 
than  9  per  cent.  In  the  year  1908,  when  the  iron  output 
fell  38  per  cent,  below  that  of  1907,  there  was  naturally 
a  considerable  decline  in  the  coal-output,  yet  it  was 
only  1 3 -4  per  cent.t 

*  Figures  in  the  Appendix,  Table  V. 

f  Statistical  Abstract  of  the  United  States. 
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It  is  obvious  that  England  must,  on  account  of  its 
large  exports  of  coal,  show  comparatively  large  fluctua¬ 
tions  of  the  output.  The  worst  decline  was  from  1891 
to  1 893,  and  amounted  to  1 1  *4  per  cent.  The  production 
of  pig-iron  had,  however,  fallen  by  i9-4  per  cent,  from 


Fig.  9. — Germany’s  Output  of  Pig-Iron  (A)  and  Coal  (B)  in  Millions 

of  Tons. 


1889  to  1892.  The  decline  in  pig-iron  output  from  1882 
to  1886  of  1 8*3  per  cent,  is  accompanied  by  a  fall  in  the 
coal-output  of  3 *8  per  cent,  from  1883  to  1886. 

Now  let  us  test  our  conclusion  in  another  way.  The 
statistics  of  goods  traffic  on  the  railways  of  certain 
countries  enable  us  to  divide  the  total  tonnage  according 
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to  the  classes  of  goods.  We  may  make  the  division  in 
such  a  way  as  to  keep  on  one  side  the  commodities  which 
mainly  serve  as  the  material  of  fixed  capital  and  on  the 


Fig.  10. — Transport  of  Goods  on  the  German  Railways.  Millions 
of  Tons.  -  Capital  Goods. - Other  Goods. 


other  all  the  remaining  commodities.  For  Germany  we 
have  done  this  by  comprising  cement,  iron,  wood,  and 
stone  (classes  7,  11-20,  31  a  and  b,  and  59  in  the  official 
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statistics)  under  one  head  as  material  of  fixed  capital. 
The  tonnage  for  these  is  subtracted  from  the  total 
tonnage  of  goods  conveyed.  We  thus  get  the  tonnage 
of  “  capital  goods  ”  and  “  other  goods.”  (See  Table  VI. 
in  the  Appendix.)  If  we  examine  these  statistics,  which 
go  back  to  1886,  we  find  the  capital  goods  rising  con¬ 
siderably  until  1889,  and  no  reaction  after  the  turning 
year  1890;  a  result  that  agrees  with  the  curve  of  German 
production  of  pig-iron.  For  the  group  “  other  goods  ” 
we  notice  a  decline  of  127,087  to  124,766  tons  from  1891 
to  1892,  or  about  i*8  per  cent.  For  the  period  from 
1895  to  1909  the  development  is  given  on  the  diagram 
(Fig.  10).  The  lower,  continuous  line  represents  the 
tonnage  of  “  capital  goods  ”  in  millions  of  tons.  The 
upper,  dotted  line  shows  in  the  same  way  the  tonnage 
of  the  “  other  goods,”  but  for  convenience  it  has  been 
lowered  100.  This  latter  curve  shows,  as  we  see,  no 
reaction,  while  the  curve  of  capital  goods  has  pronounced 
reactions  after  the  turning  years  1900  and  1907.  The 
diagram,  therefore,  confirms  the  connection  which  we 
found  to  exist  between  conjuncture-movements  and  the 
production  of  fixed  capital,  and  it  also  makes  clear  how 
much  less  the  remaining  production  is  influenced  by 
conjunctures,  although  the  group  “  other  goods  ”  is 
naturally  not  quite  free  from  the  material  of  fixed  capital. 

A  similar  inquiry  may  be  made  as  regards  the  United 
States.  We  will  consider  only  the  high  conjuncture  of 
1894  to  1907.*  We  find  an  increase  of  tonnage  of  goods 
carried  from  1,310,000,000  to  1,796,000,000  tons,  or 
37  per  cent.  Of  the  various  classes  of  goods  that  are 
specified  in  the  statistics  those  given  on  p.  527  are  above 
the  average  advance  by  the  percentage  stated. 

Below  the  average  of  increase  are  the  great  groups  of 
agricultural  and  animal  products,  which  are  21  and  9 
per  cent.  For  domestic  articles  the  advance  is  21  per  cent. 
Sugar  even  goes  back  3-i-  per  cent.  Unfortunately,  we 
cannot  follow  the  matter  any  further,  as  the  statistics 

•  Statistical  Abstract  of  the  United  States.  It  must  be  borne  in  mind 
that  the  year  ends  on  June  30th. 
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were  changed  in  1908.  However,  the  figures  quoted 
confirm  that  the  period  of  advance  means  a  considerable 
rise  in  the  production  of  capital  goods,  but  the  remaining 
production  scarcely  shows  any  advance  beyond  the  usual 
standard. 


Goods. 

Per 

Cent. 

Goods. 

Per 

Cent. 

Coke 

75 

Machines,  etc. 

49 

Ore 

92 

Iron  bars  and  lead 

76 

Stone,  etc. 

54 

Cement,  bricks,  and  lime 

58 

Rails 

42 

Waggons  and  rails 

48 

We  have  now  shown  that  the  production  of  fixed 
capital  reflects  the  conjunctures  in  its  periods  of  advance 
and  decline,  and  it  remains  to  settle,  as  closely  as  we  can, 
when  the  decline  of  production  begins.  The  culminating 
point  of  the  crisis  can  generally  be  determined  with  some 
precision.  The  question  is  whether  capital  production — 
and,  firstly,  the  production  of  pig-iron — falls  at  the  time 
of  the  crisis,  or  a  little  earlier  or  later. 

According  to  the  figures  collected  by  Pohle,*  the 
output  of  pig-iron  in  the  German  tariff- region  was  (in 
thousands  of  tons) : 

Year.  Thousand ‘Ions. 

1906  12,422 

1907  I3>°46 

1908  11,814 

Thus  the  annual  statistics  show  no  reaction  for  the 
crisis-year.  When  we  study  the  statistics  for  the  various 
months,  we  find  that  in  1907  the  production  for  each 
month  is  higher  than  for  the  corresponding  month  of 
1906.  The  output  for  January  1908  is  practically  equal 
to  that  of  the  corresponding  month  in  the  previous  year, 
For  February  1908  the  output  is  higher  than  for  February 

*  Monatliche  Ubersicbten  uber  die  allgemeine  Wirtschaftslage  (Supple¬ 
ment  to  the  Zeitschrift  fur  Sozialw  is  sense  haft). 
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1907.  In  March  there  is  a  slight  decline  of  about 
52,000  tons,  and  in  April  there  is  a  considerable  drop 
(98,000  tons)  as  compared  with  the  same  month  in  the 
On  the  other  hand,  the  daily  output 


lines  from  December  1907 

It  is : 

1907 

1908 

September 

•  •  36-4 

January 

•  ♦  34* 2 

October 

. .  367 

February 

••  34' 3 

November 

•  •  37' 1 

March  . . 

••  33*8 

December 

••  357 

April  . . 

•  •  32*7 

It  is  clear,  then,  that  the  decline  in  the  output  of  pig- 
iron  did  not  occur  until  some  months  after  the  crisis, 
which,  as  is  well  known,  began  in  September. 

In  the  United  States,  where  the  crisis  originated  and 
was  very  acute,  the  decline  in  the  production  of  pig- 
iron  followed  more  rapidly  upon  the  crisis.  The  daily 
output  of  pig-iron  in  1,000  gross  tons  was  in  September 
72*8,  in  October  75 '4,  in  November  60-9,  in  December 
39*8  ;  and  in  January  1908  it  reached  its  minimum,  3 3 *7. 
As  the  crisis  broke  out  in  September,  and  was  very  acute 
in  October,  even  in  the  United  States  the  decline  in  the 
production  of  pig-iron  came  somewhat  later. 


CHAPTER  XV 

THE  INFLUENCE  OF  CONJUNCTURES  ON  LABOUR 

§  64.  Changes  in  the  Number  of  Workers  in  the  Two 
Main  Branches  of  Production. 

SINCE  the  essence  of  a  conjuncture  consists  in  an 
extraordinary  production  of  fixed  capital  and  a 
subsequent  rapid  decline  of  the  same,  these  movements 
are  bound  to  be  reflected  in  changes  in  the  number  of 
workers  employed  in  the  production  of  capital.  If  it  is 
true  that  conjunctures  have  no  material  influence  on  the 
rest  of  production,  the  fact  must  come  to  light  in  a  more 
uniform  advance  in  the  number  of  workers  in  these  other 
industries.  In  this  connection  we  also  have  the  question: 
Whence  do  the  capital-producing  industries  draw  the  addi¬ 
tional  labour  which  they  need  in  rising  conjunctures,  and 
what  becomes  of  the  workers  whom  the  industries  cannot 
employ  in  times  of  depression  ?  There  is  question  here, 
it  is  clear,  of  a  general  inquiry  into  the  movements  of  the 
workers  under  the  influence  of  conjunctures. 

Unfortunately,  this  element,  which  is  so  important 
for  our  knowledge  of  conjunctures,  as  well  as  from  the 
general  social  point  of  view,  seems  not  to  have  been 
specially  regarded  up  to  the  present  in  official  statistics. 
However,  we  can  get  certain  statistical  data  for  some 
countries  which  throw  a  light  upon  the  phenomena  we 
are  considering. 

In  the  case  of  Sweden  the  official  factory  statistics* 
for  each  year  give  the  number  of  workers  divided  into 
various  groups  of  industries.  We  will  take  here  those 
groups  of  industries  which  in  the  main  serve  for  the 
production  of  fixed  capital,  and  so  calculate  the  total 
number  of  workers  employed  in  these  industries.  The 
*  Sveriges  officiella  Statisik,  D.,  “  Fabriker  och  Handtverk.” 
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industries  that  come  under  this  head  are  the  timber, 
stone  and  building  material,  and  iron  and  steel  industries. 
The  total  number  of  workers  in  these  industries  can  be 
calculated,  from  the  available  statistics,  for  each  year  after 


Fig.  II. — Factory  Workers  in  Sweden.  A.  Capital-Producing  In¬ 
dustries:  B,  Other  Industries:  C,  Total  Industry. 


1896.  This  number  is  represented  on  the  diagram 
(Fig.  11)  by  curve  A.  Curve  B  indicates  the  number 
of  workers  in  the  other  industries,  and  curve  C  the  total 
of  industrial  workers,  or  the  sum  of  A  and  B.*  Curve  C 

•  The  figures  are  given  in  the  Appendix  (Table  VII.).  Miners  and 
foundry-workers  are  not  included  amongst  the  industrial  workers. 
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shows  for  the  two  turning-point  years  1900  and  1907  the 
characteristic  sharp  points  of  a  high  conjuncture.  When 
we  examine  the  origin  of  these  sharp  points,  we  find  that 
they  are  almost  entirely  due  to  fluctuations  in  the  number 
of  workers  in  the  capital-producing  industries.  The 
curve  of  these  industries  shows  very  marked  reactions 
both  after  1900  and  1907,  while  the  curve  of  the  other 
industries  maintains  its  advance  after  1900,  though  at  a 
more  moderate  pace,  and  only  falls  a  little  after  1907. 
The  variations  of  the  curve  of  the  capital-producing 
industries  are  expressed  in  figures  as  follows : 


T  ears. 

Rise. 

T  ears. 

Fall. 

1896-1900 

1902-1907 

Per  Cent. 

29-5 

12-9 

1900-1902 

1907-1909 

Per  Cent. 

5*1 

io-o 

Curve  B,  of  the  other  industries,  shows  not  a  single 
reaction  before  1907,  and  in  the  great  strike-years  1908- 
1909  a  reaction,  as  compared  with  1907,  of  only  about 
1,000  workers,  or  0-56  per  cent. 

Hence  our  conclusion,  that  the  conjuncture-move¬ 
ments  are  merely  an  expression  of  fluctuations  in  the 
production  of  fixed  captial,  is  fully  confirmed  by  the 
statistics  of  the  number  of  workers  in  the  industries  of 
Sweden. 

A  similar  study  can  be  made  in  the  case  of  Germany  by 
examining  the  number  of  persons  insured  against  accident 
in  the  various  “  Insurance  Guilds.”  The  figures  are  given 
in  the  official  reports  of  the  Imperial  Insurance  authorities 
in  the  Statistisches  Jabrbuck  fur  das  Deutsche  Reich.  In 
regard  to  the  character  of  these  figures  we  may  quote  the 
following  remarks  of  the  officials:  “The  object  of  the 
returns  is  to  give  annually  an  approximate  idea  of  the 
number  of  the  employees  and  workers  who  are  covered  by 
the  insurance  against  accident.  It  is,  therefore,  not  a 
question  of  average  figures  in  the  strictly  scientific  sense. 
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We  have  not  to  work  out  an  accurate  mean  of  the 
number  of  insured  employees  and  workers  actually 
engaged  in  the  year  above  or  below  the  number  of  regular 
workers,  but  to  give  the  number  of  persons  which  the 
trade  has  regularly  kept  in  full  or  current  (normal) 
occupation  in  the  year  of  the  calculation.  A  spinning- 
mill,  for  instance,  which  needs  to  employ  as  a  rule  200 
(though  sometimes  more,  sometimes  less)  insured  officials 
and  workers  daily  to  produce  what  is  taken  to  be  the 
normal  daily  output  during  the  year  in  question,  will 
.  .  .  be  taken  as  employing  200  persons.  .  .  .  The 
introduction  of  additional  help  to  assist  the  average  staff 
of  workers  for  a  short  time  is  not  taken  into  account, 
even  if  it  is  done  every  year.  ...  “  Insurance  Guilds,” 

which  know  the  full  number  of  days  worked  in  the  year  in 
question,  can  ascertain  the  average  number  of  the  insured 
by  dividing  the  sum  of  days  worked  by  the  number  of 
days  on  which  work  is  done,  as  a  rule,  in  the  branch  of 
industry  in  question.”  * 

This  feature  of  the  statistics  of  insured  persons 
in  the  Guilds  seems,  on  the  whole,  suitable  for  our 
purpose.  We  want  to  know  how  the  conjuncture- 
movements  affect  the  number  of  employed  workers  from 
year  to  year,  not  how  the  number  varies  from  day  to  day 
from  accidental  causes. 

In  order  to  get  an  idea  of  the  number  of  workers 
employed  in  the  capital-producing  industries  we  have  to 
add  together  the  insured  persons  in  the  Guilds  of  the 
iron,  steel,  quarrying,  brick-making,  and  building  in¬ 
dustries.  By  subtracting  this  sum  from  the  total  of 
insured  persons  in  the  industrial  Guilds  we  get  the 
number  of  insured  persons  in  the  “  other  ”  Guilds. 

This  division  of  Guilds  into  “  capital-producing  ” 
and  “  other  ”  makes  no  claim  to  accuracy.  The  iron 
industry,  for  instance,  in  part  produces  commodities 
that  are  not  to  be  counted  as  fixed  capital.  On  the  other 
hand,  there  are  amongst  the  “  other  industries  ”  some 

*  Amtliche  N achrichten  des  Reichs-V er sick erungs amts  (1902),  p.  629, 

Ziffer  4. 
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which,  to  a  greater  or  less  extent,  produce  fixed  capital 
or  material  therefor.  We  may  instance  the  mining, 
fine  engineering,  electrical,  glass,  chemical,  and  smith’s 
industries.  But  for  our  present  purpose  it  is  enough  to 
be  able  to  separate  the  great  mass  of  the  workers  employed 
in  the  capital-producing  industries  from  the  other 
workers.  The  different  sensitiveness  of  the  two  main 
branches  of  industry  to  conjuncture-movements  will 
become  quite  clear  when  we  thus  divide  the  workers. 

The  workers  in  the  capital-producing  industries  are 
about  40  to  45  per  cent,  of  the  whole  of  the  Guild 
insured  workers.  If  the  division  were  quite  accurate, 
they  would  probably  prove  to  be  about  one-half  of 
the  whole  of  the  industrial  workers.  A  closer  study, 
based  upon  a  thorough  knowledge  of  the  various  Guilds, 
of  the  effect  of  conjunctures  upon  the  number  of  workers 
would  certainly  be  interesting  from  many  points  of  view. 

On  our  next  diagram  (Fig.  12)  curve  C  indicates  the 
whole  of  the  insured  persons  in  the  industrial  Unions  for 
every  year  from  1888  to  1909.*  The  high  conjunctures 
of  1900  and  1907  can  be  clearly  traced  in  the  relevant 
points  of  this  curve.  The  conjuncture  of  1890  seems  to 
continue  into  1891,  but  there  is  no  reaction  perceptible 
afterwards.  But  when  C  is  broken  up  into  curves  A  and 
B,  of  which  it  is  the  sum,  A  representing  the  capital- 
producing  industries  and  B  the  others,  we  find  that  the 
sharp  points  of  curve  C  are  referable  entirely  to  the 
corresponding  points  of  curve  A.  Curve  B  has  no  such 
points,  and  on  the  whole  it  runs  as  evenly  as  the  course 
of  an  economic  development  can  ever  be  supposed  to  do. 

Thus  the  effects  of  the  conjunctures,  in  so  far  as  they 
appear  in  the  number  of  employed  workers,  and  as  far  as 
Germany  is  concerned,  are  scarcely  noticeable  in  the  group 
of  “  other  industries,”  but  very  pronounced  in  the 
“  capital-producing  industries.”  The  descents  of  curve  A 
after  the  high  conjunctures  plainly  mean  a  corresponding 
amount  of  unemployment  in  the  industries  in  question. 
In  the  “  other  industries,”  taken  as  a  whole,  there  is, 
*  For  the  figures  see  Table  VIII.  in  the  Appendix. 
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as  the  diagram  shows,  no  unemployment  as  a  consequence 
of  general  conjuncture-movements.  We  shall  presently 
go  more  closely  into  the  unemployment  which  can  be 
traced  to  such  movements,  but  we  may  state  here  that 
it,  like  the  general  conjunctures  themselves,  must  on  the 


«iaa  dsao  1H95  lauo  tios  1309 

Fig.  12. — Individuals  Insured  in  the  Guilds.  A,  Capital- 
Producing  Industries:  B,  Others:  C,  All. 


whole  be  put  entirely  to  the  account  of  the  production 
of  fixed  capital. 

Let  us  examine  a  little  more  closely  the  development 
of  the  capital-producing  industries  in  Germany.  In  the 
three  high  conjunctures  included  in  our  statistics  the 
number  of  workers  rises  as  follows :  from  1888  to  1891  by 
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24-49  per  cent,  (in  arithmetical  average,  8-i6  per  cent, 
per  year),  from  1894  to  1900  by  38-29  per  cent.  (6-38  per 
cent,  per  year),  and  from  1904  to  1907  by  16-05  Per  cent. 
(5*35  Per  cent,  per  year).  For  the  other  industries  the 
percentages  of  the  rise  for  the  same  periods  are  12-6, 
27-4,  and  12-3 ;  much  lower  in  every  case  than  in  the  capital 
producing  industries.  The  latter  have  a  period  of 
unemployment  after  a  high  conjuncture,  in  the  sense  that 
the  number  of  employed  workers  is  smaller  than  the 
maximum  number  reached  in  the  preceding  high  con¬ 
juncture.  At  the  beginning  of  the  advance,  not  only 
are  the  unemployed  absorbed,  but  new  workers  are 
engaged  in  great  numbers.  Where  do  these  come  from  ? 
The  natural  increase  of  population  in  the  groups  of 
workers  in  question  is  not  enough.  For  the  whole 
German  Empire  the  births  exceeded  the  deaths  per  1,000 
inhabitants  by  117  in  1881-1890,  by  13-9  in  1891-1900, 
and  by  14-3  in  1901-1910.  In  the  twenty-one  years  from 
1888  to  1909  the  annual  increase  of  the  population 
averaged  1-34  per  cent.  As  the  number  of  workers  in  the 
capital-producing  industries  increased  annually  by  5  to  8 
per  cent,  in  the  high  conjunctures  we  can  see  that  during 
high  conjunctures  an  addition  from  without  must  have 
been  necessary.  After  the  high  conjuncture  of  1891  there 
was  a  period  of  unemployment  which  spread  over  1892 
and  1893.  It  ceased  in  1894.  In  1895  the  natural 
growth  of  the  population  in  the  groups  of  workers  in 
question  was  sufficient  to  meet  the  demand  for  labour, 
but  from  1896  to  1900  there  must  have  been  an  accession 
from  without.  The  depression  at  the  beginning  of  the 
present  century  was  accompanied  by  a  spell  of  unemploy¬ 
ment  that  spread  over  the  years  1901  to  1903.  But  the 
year  1904  absorbed  the  unemployed,  and  the  high  con¬ 
juncture  of  1905-1907  required  a  considerable  accession 
from  without  to  meet  the  demand  for  labour. 

It  follows  from  this  that  the  demand  for  workers  at 
the  beginning  of  the  period  of  advance  may  be  met  by 
the  absorption  of  the  unemployed  of  the  period  of 
depression,  or  that,  at  all  events,  the  process  may  arith- 
11  *3 
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metically  be  conceived  in  that  way,  whereas  the  real 
high  conjuncture  essentially  depends  upon  an  accession 
from  without  to  cover  its  demands  for  workers. 

This  result,  which  puts  the  theory  of  “  the  industrial 
reserve  army  ”  in  its  proper  light,  is  confirmed  by  the 
study  of  the  various  industries  in  which  we  can  statis¬ 
tically  ascertain  the  number  of  workers.  The  pig-iron 
industry,  which  may,  in  virtue  of  what  we  have  said,  be 
taken  as  representative  of  the  entire  production  of  fixed 
capital,  shows  the  following  development  of  the  average 
number  of  employed  since  1885:* 


Tear. 

Em-ployed. 

Tear. 

Employed. 

1885  .. 

22,768 

1898 

30,778 

1886  .. 

21,470 

1899  .. 

36,334 

1887  .. 

21, 432 

1900 

34,743 

1888  .. 

23,046 

1901 

32,367 

1889 

23,985 

1902 

32,399 

1 890 

24,846 

1903  .. 

35,36i 

1891 

24,773 

1904  . . 

35,358 

1892 

24,325 

1905  .  . 

38,458 

1893  .. 

24,201 

1906 

41,754 

1894  .. 

24,110 

1907  . . 

45,201 

1895  .. 

24,059 

1908 

43,532 

1896 

26,562 

1909  . . 

42,227 

1897  .. 

30,459 

19x0 

45,324 

We  see  that  the  unemployment  of  1886-7  disappeared 
in  1888,  and  that  the  two  years  of  the  high  conjuncture 
of  1889  and  1890  needed  an  accession  from  without. 
The  period  1891-5  is  one  of  unemployment,  but  this  was 
absorbed  by  the  brisker  trade  of  1896.  For  the  period 
1897-9  an  accession  from  without  was  required.  The 
subsequent  depression  made  itself  felt  in  a  spell  of  un¬ 
employment  that  lasts  from  1900  to  1904.  In  1905  both 
the  unemployed  and,  for  the  most  part,  the  natural  growth 
were  required;  and  the  intense  development  of  1906  and 
1907  clearly  necessitated  a  considerable  addition  from 

*  Statistisches  Jahrbuch  fur  das  Deutsche  Reich, 
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without.  This  addition  again  goes  to  the  side  of  un¬ 
employment  in  the  subsequent  depression. 

It  is  the  same  in  the  iron  foundry  industry.  The 
average  number  of  employed  was  as  follows  during  the 
present  century  (in  thousands  of  workers) : 


T  ear. 

Employed. 

T  ear. 

Employed. 

1900 

95’9 

1905  •  • 

109-6 

1901 

857 

1906 

”7-5 

1902 

84-5 

1907  . . 

119-8 

I9°3  •  • 

87-8 

1908 

113-8 

1904  . . 

104-6 

1909  •  • 

1 1 2- 1 

We  see  that  the  year  1904  absorbed  not  only  the  un¬ 
employment  of  the  1901 -3  depression,  but  certainly  also 
the  entire  natural  increase  since  the  high  conjuncture,  and 
in  addition  required  an  accession  from  without.  This 
need  of  outside  labour  lasted  during  the  whole  of  the 
high  conjuncture  until  1907.  In  the  subsequent 
depression  a  small  part  of  this  addition  was  again  dis¬ 
carded. 


§  65.  The  Agricultural  Population  as  a  Source  of 
the  Accession  of  Workers  to  Industry. 

As  it  is  now  settled  that  the  high  conjunctures  are 
made  possible  only  by  the  accession  of  workers  to  the 
capital-producing  industries,  the  question  may  be  asked: 
Whence  do  they  get  this  addition,  and  can  they  rely 
upon  such  accessions  in  the  future  ? 

It  is  well  known  that  the  agricultural  population  in 
the  industrial  States  of  Europe  has  been  in  a  position  ever 
since  the  birth  of  industrialism  to  supply  a  material 
accession  of  workers  to  other  branches  of  industry.  The 
stream,  however,  which  brought  these  contributions  to 
industrial  labour  did  not  flow  evenly.  The  capital- 
producing  industries  could  not  take  in  any  outside  labour 
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in  times  of  depression,  and,  on  the  other  hand,  they 
needed  considerable  increases  during  high  conjunctures. 
Hence  the  surplus  agricultural  population  was  kept  to 
some  extent  on  the  land  during  periods  of  depression — 
stored,  so  to  say — until  it  would  be  absorbed  by  the  capit  al- 
producing  industries  in  periods  of  advance.  These 
available  stores  of  labour  in  agriculture  formed  the  real 
“  industrial  reserve  forces  ”  of  the  capital- producing 
industries.  It  was  these  reserves  which  enabled  high 
conjunctures  to  assume  the  proportions  they  have 
hitherto  attained.  This  is  not  true  of  “  the  other 
industries”;  at  least  to  nothing  like  the  same  extent. 
The  accession  of  outside  labour  to  these  industries  has 
been  much  more  even. 

Let  us  now  see  how  this  process  goes  on  in  different 
countries. 

In  Germany  the  “  industrial  population  ”  was  divided 
into  the  three  main  occupations  A,  B,  and  C  in  the  three 
census-years  1882,  1895,  and  1907  as  follows  (in 

thousands) : 


1882 

1895 

1907 

A.  Agriculture,  etc. 

19,225 

18,501 

17,681 

B.  Industry,  etc.  . . 

16,058 

20,253 

26,387 

C.  Trade  and  transport 

4.531 

5.967 

8,278 

Thus  the  agricultural  population  absolutely  decreased 
in  the  periods  1882-1895  and  1895-1907.  The  whole 
of  the  natural  increase  of  the  population,  and  a  not  in¬ 
considerable  part  of  the  agricultural  population  of  1882 
besides,  abandoned  agriculture.  For  the  far  greater 
part  this  surplus  agricultural  population  joined  classes 
B  and  C.  We  can  get  an  approximate  idea  of  the  extent 
of  this  movement.  The  total  population  of  the  German 
Empire  increased  by  14*5  per  cent,  in  the  period  1882- 
1895,  and  by  19^22  per  cent,  in  the  period  1895-1907. 
If  we  suppose  that  the  agricultural  population  increased 
at  the  same  rate  in  the  periods  in  question,  in  1895  it 


AGRICULTURAL  WORKERS  539 

should  amount  to  22,000,000,  whereas  the  actual  figure 
is  18,500,000:  a  loss  of  3,500,000,  or  270,000  a  year.  In 
1907  the  agricultural  population  would,  if  it  had  in¬ 
creased  bp  19*22  per  cent,  of  its  actual  numbers  in  1895, 
be  22,050,000;  as  a  matter  of  fact,  it  stood  at  17,680,000, 
and  therefore  between  1895  and  1907  it  lost  4,370,000 
persons,  or  365,000  a  pear  (1,000  a  dap).  It  is  not 
necessarp  to  point  out  that  the  onlp  object  of  these 
calculations  is  to  get  a  quite  general  idea  of  the  proportions 
of  the  migration  from  agriculture  to  other  occupations 
which  we  are  considering. 

This  migration  was  not  steadp,  but  was  to  some  extent 
concentrated  in  the  high  conjunctures.  For  instance,  the 
whole  of  the  Insurance  Guilds  were  unable  to  take  in  anp 
outside  labour  from  1892  to  1895,  but  from  1896  to  1900 
thep  must  certainlp  have  attracted  a  million  workers  from 
outside,  or  about  200,000  a  pear:  which  obviouslp  means 
a  verp  much  greater  increase  of  population  in  these 
industries.  It  is  onlp  the  storing  of  labour  in  the  agri¬ 
cultural  world  during  pears  of  depression  that  makes  it 
possible  to  meet  this  extraordinarp  demand  for  workers  in 
high  conjunctures. 

In  this  connection  it  is  especially  interesting  to  inquire 
which  sections  of  the  agricultural  population  migrate  to 
other  occupations.  According  to  the  censuses  of  occupa¬ 
tion  of  1895  and  1907  there  were  in  class  A  (agriculture, 
etc.),  as  “  dependents,  but  of  no  special  occupation  ” 
in  the  a  and  c  populations,  which  correspond  to  the 
independent  and  emploped  (in  thousands) : 


Cl  •  •  •  • 

1895 

6,550  .. 

1907 
..  5,144 

c 

3>HX  •• 

..  2,350 

or  for  100  self-supporting 

Cl  •  •  •  • 

1895 

255  .. 

1907 
..  205 

c  •  •  •  • 

56 

32 

We  see  that  the  c  population  has  so  far  reduced  the 
number  of  its  “  dependents,  but  of  no  special  occupation  ” 
that  anp  further  diminution  seems  to  be  impossible,  at 
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least  for  a  considerable  time.  A  population  that  has  only 
32  dependents  to  100  self-supporting  will  clearly  not 
be  able  to  spare  as  much  labour  in  the  future  as  it  did 
when  it  had  a  far  larger  number  of  this  class.  The  a 
population  also  has  lost  a  large  number  of  its  dependents. 
If  the  class  of  independent  farmers  is  to  continue  to 
increase  by  births  and  have  a  proportionate  share  in  the 
growth  of  the  population  of  Germany,  it  does  not  seem 
possible  to  go  much  below  the  figure  of  two  dependents 
to  each  self-supporting  person.  For  the  whole  popu¬ 
lation  of  Germany  the  number  of  dependents  to  each 
100  self-supporting  sank  from  13 1  in  the  year  1882  to 
120  in  1895,  and  100  in  1907. 

Taken  in  all,  dependents  without  any  special  occupa¬ 
tion  in  agriculture  fell  by  about  2,200,000  from  1895 
to  1907.  In  the  same  period  the  class  of  “  servants  living 
in  the  house  ”  fell  from  375,000  to  164,000,  a  decrease 
of  211,000.  Thus  the  two  classes  show  a  diminution  of, 
altogether,  2,411,000  persons.  On  the  other  hand,  the 
class  of  actively  occupied  persons  increased  from  1895  to 
1907  by  1,590,000  (8,293,000  to  9,883,000).  There  was 
a  net  reduction  of  the  total  agricultural  population  by 
820,000. 

The  process  that  is  reflected  in  these  figures  is,  clearly, 
a  partial  break-up  of  the  agricultural  family:  a  process 
that  has  gone  farthest  amongst  the  labourers  of  the 
agricultural  class,  but  is  greatly  advanced  also  amongst 
the  farmers  themselves. 

The  development  of  the  agricultural  population  in 
Sweden  is  given  in  the  following  figures  :* 


T  ear. 

T housand 
Persons. 

Per  Cent, 
of  Population. 

1870  . 

3,095 

72-1 

1880 

3,093 

677 

1890  . 

2,943 

61-5 

1900  . 

2,795 

54-4 

1910 

2,674 

48-4 

*  Statistik  arsbok  (Stockholm). 


AGRICULTURAL  WORKERS  541 

Here  also,  therefore,  there  has  been  a  considerable  relative 
decrease  of  the  agricultural  population  since  1870.  Since 
:88o  there  has  been  an  appreciable  positive  reduction. 
The  phenomenon  is  due  primarily  to  a  reduction  of  the 
chief  family- forming  classes  of  the  agricultural  workers. 
In  these  classes  the  number  of  married  males  has  been 
considerably  reduced  in  the  period  1870-1900,  while  the 
number  of  unmarried  persons  has  appreciably  increased 
in  the  same  period.  In  the  class  of  independent  farmers, 
the  number  of  whom  has  much  increased,  the  number  of 
unproductive  members  of  the  family,  which  means 
chiefly  children  under  fifteen,  has  been  considerably 
reduced,  as  is  the  case  with  the  general  agricultural 
population.  Unproductive  dependents  in  the  total 
agricultural  population  were: 


T  ear. 

Male. 

Female. 

1870  . 

549,803 

563,357 

1900  . 

474)749 

498,761 

The  relative  reduction  of  the  class  of  family- forming 
agricultural  workers  and  the  general  change  in  the  size 
of  agricultural  families  are  in  the  case  of  Sweden  the  causes 
of  the  reduction  of  the  agricultural  population.  How¬ 
ever,  the  independent  farmers  and  unmarried  workers 
have  increased  in  number  in  the  period  1870-1900.* 

In  the  case  of  England  the  table  on  p.  542  shows  the 
number  of  persons  employed  in  the  chief  branches  of 
industry  in  the  various  census-years  (in  thousands). 

We  see  here  how  enormously  the  number  of  persons 
employed  in  agriculture  was  reduced  in  the  second  half 
of  the  nineteenth  century.  The  table  also  shows  which 
industries  received  the  largest  accessions  from  without 
during  the  same  period.  They  are  the  capital-producing 
industries — namely,  the  building,  iron  and  steel,  and 

*  Wohlin,  Den  jordbruksidkande  Befolkningen  i  Sverige  1751-1900: 
“  Emigrationsutredningen,”  Bilaga  X.  (Stockholm,  1909). 
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1851 

1861 

1871 

1881 

1891 

1901 

Agriculture  . . 

T9°5 

1,803 

1,424 

1,200 

1,100 

988 

Building  trades 

399 

472 

583 

687 

701 

946 

Mining 

193 

271 

3i5 

384 

5i9 

649 

Cotton  industry 

4*5 

492 

509 

552 

606 

582 

Woollen  industry  . . 

256 

230 

247 

240 

258 

236 

Silk  industry 

131 

116 

83 

65 

52 

39 

Iron  and  steel  industry 

95 

130 

191 

201 

202 

216 

Engineering  and  ship- 

81 

124 

173 

217 

292 

— 

building 

Tailoring 

139 

H3 

150 

161 

209 

259 

Shoe-making 

244 

256 

225 

224 

249 

251 

Printing  and  book- 

33 

47 

64 

88 

122 

150 

binding 

Furniture-making  . . 

48 

64 

75 

84 

IOI 

122* 

engineering  and  ship-building  trades,  as  well  as  the  print¬ 
ing,  book- binding,  and  furniture  industries. 

When  we  further  inquire  how  the  composition  of  the 
various  groups  employed  in  agriculture  changed,  we  find 
that  the  number  of  females  fell  much  more  than  the 
number  of  males,  and  that  the  number  of  persons  under 
twenty  was  reduced  a  little  more  rapidly  than  the  total 
number.  The  number  of  females  employed  in  agriculture 
in  1851  was  436,174,  and  by  1891  it  had  fallen  to  46,001. 
In  the  same  period  the  number  of  males  fell  from 
1,468,513  to  1,053,571.  This  carried  the  disproportion 
of  the  sexes  too  far.  By  1901  the  number  of  females 
had  risen  to  52,459,  and  the  number  of  males  had  sunk 
to  935,881. 

A  study  of  the  migration  from  agriculture  up  to  the 
present  shows,  therefore,  that  the  movement  cannot  go 
on  indefinitely,  but  must  in  the  most  advanced  countries 
nearly  have  reached  its  limit.  There  are  two  things  to  be 
noticed:  on  the  one  hand,  if  agriculture  is  not  to  go 
backward,  it  can  scarcely  spare  any  more  labour;  on  the 
other  hand,  the  size  of  families  in  the  agricultural  popula- 

*  Board  of  Trade,  British  and  Foreign  Trade  and  Industry  (1903, 
Cd.  1761,  p.  362), 
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tion  has  already  gone  down  so  much  that  the  natural 
increase  of  this  population  cannot  be  maintained  at  the 
height  it  has  hitherto  had.  In  drawing  labour  from 
agriculture,  industry  clearly  relies  upon  the  growth  of  the 
agricultural  population  as  it  was  fifteen  to  twenty  years 
ago.  In  another  fifteen  or  twenty  years  industry  will 
come  to  feel  the  consequences  of  the  present  reduction 
in  the  size  of  the  agricultural  family  in  the  shape  of  a 
reduced  accession  of  workers. 

The  question  how  far  we  should  expect  these  results 
to  be  modified  by  a  progressive  division  of  the  ownership 
of  land  and  considerable  development  of  small  farming 
must  be  left  open  for  the  present.  The  temporary 
nature  of  the  migration  from  agriculture  in  the  nine¬ 
teenth  century,  which  we  have  pointed  out,  is  instructive 
enough  when  we  consider  this  migration  as  a  link  in  the 
great  process  of  change  which  has  brought  us  to  the 
system  based  upon  division  of  labour  and  modern  in¬ 
dustrialism.  Part  of  this  development  is,  as  everyone 
knows,  a  very  wide  emigration  from  Europe  to  colonial 
countries,  and  this  makes  it  difficult  for  us  to  grasp  the 
essential  features  of  the  development.  We  simplify 
our  task,  and  get  a  general  view,  by  regarding  the  old 
Europe  and  the  new  colonies  as  a  whole  and  asking  what 
influence  the  transition  to  industrialism  has  had  upon  the 
agricultural  population  of  the  whole  region. 

We  then  notice  that  the  transformation  of  the  pro¬ 
ductive  process  which  has  taken  place  in  our  time  contains 
two  elements  of  importance  to  agriculture.  In  the  first 
place,  a  good  deal  of  the  home-production  of  the  old 
family- economy  has  been  cut  off  and  transferred  to  the 
modern  industrial  system.  The  occupations  that  have  thus 
been  transferred  are  partly  such  as  we  do  not  now  regard  as 
agricultural  and  partly  such  as  are  more  directly  connected 
with  agriculture.  To  the  first  group  belong  spinning 
and  weaving,  the  making  of  garments  and  boots,  and  a 
whole  list  of  small  domestic  activities.  In  the  second  group 
we  have  butter- making,  cheese- making,  slaughtering, 
and  so  on.  In  this  way  the  old  type  of  domestic  produc- 
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tion  has  been  gradually  reduced  to  agriculture  alone,  and 
it  is  thus  converted  into  a  sort  of  trade.  And  in  propor¬ 
tion  as  industry  took  over  these  occupations  from  the 
domestic  sphere,  it  deprived  the  older  family  of  its  now 
superfluous  labour  and  applied  it  to  industrial  purposes. 
It  is  obvious  that  this  development  represents  a  change 
that  must  be  completed  within  a  certain  period  of  time. 
Agriculture,  as  we  have  it  to-day,  has  approached  the 
limit  of  its  capacity  to  furnish  workers  to  industry. 

The  second  element  in  the  revolution  of  the  pro¬ 
ductive  process  is  the  technical  advance  of  agriculture. 
This  development  consists  partly  in  the  improvement  of 
agricultural  methods — the  progress  of  agricultural 
chemistry,  economic  botany  and  zoology,  etc. — and 
partly  in  the  introduction  of  machinery.  Both  these 
advances  give  industry  something  new  to  do,  and  at  the 
same  time  the  latter  at  least  lessens  the  need  of  labour  on 
the  land.  As  long  as  technical  advances  of  this  sort  take 
place,  we  can  imagine  a  further  transfer,  within  certain 
narrow  limits,  of  workers  from  agriculture  to  industry. 
But  we  must  bear  in  mind  that  advances  which  dispense 
with  labour  are  also  being  made  in  industry,  and  that  in 
the  long  run  they  cannot  predominate  in  agriculture. 
Sooner  or  later  we  must  reach  a  state  of  equilibrium 
between  agriculture  and  industry,  and,  if  the  population 
still  continues  to  grow,  it  must  be,  on  the  whole,  fairly 
equally  distributed  between  agriculture  and  industry. 

Let  us  resume  the  matter.  The  causes  of  the  migra¬ 
tion  from  agriculture  to  industry  are  for  the  most  part 
due  to  a  revolution  in  our  whole  economic  organisation. 
This  revolution  occupies,  on  the  whole,  the  last  hundred 
years,  and  has  already  reached  its  final  stage.  We  must, 
therefore,  expect  that  in  the  immediate  future  the  stream 
of  labour  from  agriculture  will  materially  diminish. 

The  last  century  was  also  the  period  of  the  origin  of 
modern  industry  on  a  large  scale:  the  period,  especially, 
when  the  capital-producing  industries  made  extra¬ 
ordinarily  rapid  progress.  This  progress  was,  as  we  know, 
unequal;  it  was  an  advance  by  leaps,  and  was  concentrated 
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in  the  high  conjunctures.  It  was  made  possible  by  the 
extraordinary  addition  of  labour  that  could  on  each 
occasion  be  derived  from  agriculture.  If  it  is  clear  that 
the  capacity  of  agriculture  to  provide  labour  is  now 
materially  curtailed  at  the  close  of  the  industrial  revolu¬ 
tion,  we  reach  the  important  conclusion  that  the  con¬ 
juncture-movements  are,  to  a  very  great  extent,  a  phenomenon 
of  the  period  of  transition  from  the  old  economic  forms  to  the 
modern.  If  outside  labour  can  no  longer  be  attracted, 
or  only  to  a  slight  extent,  high  conjunctures  cannot 
occur  again  with  their  earlier  intensity.  While,  how¬ 
ever,  the  conjuncture-curve  can  no  longer  be  driven 
up  to  such  sharp  points,  it  will,  obviously,  not  be  exposed 
to  such  violent  reactions,  but  must  run  more  steadily 
than  has  hitherto  been  the  case. 

We  get  some  idea  of  the  changes  which  take  place  in 
this  sphere  when  we  consider  the  actual  features  of  con¬ 
junctures  in  different  countries.  They  are  most  acute 
in  the  United  States,  where  the  high  conjuncture  may 
rely  upon  an  almost  unlimited  new  supply  of  labour. 
The  source  of  this  labour  in  the  United  States  is  immigra¬ 
tion.  It  is  instructive  in  this  respect  to  study  the  relations 
between  immigration  and  the  production  of  fixed  capital, 
as  represented  by  the  output  of  pig-iron.  We  find  that 
the  maxima  of  immigration  coincide  with  the  maxima 
of  production  of  pig-iron,  but  that  the  minima  of  im¬ 
migration  generally  occur  at  the  close  of  the  periods  of 
depression.  The  table  on  p.  546  brings  out  this  fact  very 
clearly. 

The  retarding  of  the  minima  of  immigration  is  due  to 
the  fact  that  an  accession  to  the  number  of  workers  cannot 
be  absorbed  by  the  capital-producing  industries  until  the 
depression  is  over:  that  is  to  say,  until  the  industries  in 
question  have  again  taken  up  the  maximum  number  of 
workers  which  they  employed  during  the  last  high  con¬ 
juncture.  It  is  obvious  that  such  enormous  and  sudden 
enlargements  of  fixed  capital  as  those  which  occur  in  the 
United  States  are  only  possible  in  a  country  where  the 
capital-producing  industries  can  attract  outside  labour 
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Tear. 

Immigration 
(in  Thousands). 

Pig-Iron  Production 
(in  100,000  Tons). 

1891 . 

560 

83 

1892  .. 

623  max. 

92  max. 

1893 . 

503 

71 

1894 . 

3H 

67  min. 

189S . 

280 

94 

1896  .. 

343 

86 

1897 . 

231 

97 

1898  . . 

229  min. 

118 

1899 . 

312 

136 

1 900  . . 

449 

138 

1901 . 

488 

159 

1902  .. 

649 

178 

I9°3 . 

857  max. 

180  max. 

1904  . 

813  min. 

165  min. 

I9°5 . 

1026 

230 

1906  . . 

IIOI 

253 

I9°7 . 

1285  max. 

258  max. 

1908 . 

783 

159  min. 

1909  . 

752  min. 

258 

1910  .. 

1042 

272* 

to  any  extent.  In  Europe,  where  this  capacity  is  much 
more  restricted,  we  can  hardly  imagine  such  a  high 
conjuncture  as  that  which  the  United  States  experienced 
in  the  years  1905  to  1907.  And  as  in  Europe  the  accession 
of  outside  labour  to  the  capital-producing  industries 
is  now  more  restricted  than  ever,  we  must  expect  a 
considerable  restriction  of  the  high  conjunctures.  This 
must  lead  to  a  corresponding  mitigation  of  the  depres¬ 
sions.  While  the  enormous  fall  in  the  pig-iron  output 
in  the  United  States  in  the  year  1908  (from  25,800,000 
to  15,900,000  tons)  and  the  corresponding  reaction  in 
the  total  production  of  fixed  capital  have  no  counterpart  in 
Europe,  we  may  look  forward  to  a  time  when  European  de¬ 
pressions  will  be  even  less  pronounced  than  they  now  are. 

•  Statistical  Abstract  of  the  United  States.  The  figure?  of  pig-iron 
production  relate  to  the  calendar  years,  and  the  figures  of  immigration 
to  fiscal  years  (to  June  30th  of  each  year  given). 
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It  goes  without  saying  that  the  development  which 
we  describe  as  probable  may  proceed  otherwise  if  the 
great  capital-producing  industries  of  the  Western  world 
are  in  the  future  manned  to  a  greater  extent  by  workers 
of  foreign  races. 

§  66.  Unemployment. 

In  the  two  preceding  sections  we  have  obtained  some 
idea  of  the  way  in  which  the  accession  of  workers  to 
the  two  chief  branches  of  industry  is  influenced  by 
conjunctures.  For  this  purpose  it  was  necessary  to  use 
statistical  data  which,  at  least  approximately,  gave  us  the 
total  number  of  workers  in  the  various  trades.  It  is  only 
from  such  statistics  that  we  can  compare  the  numbers  of 
workers  in  any  particular  trade  from  year  to  year. 

We  found  that  the  capital-producing  industries, 
which  attract  a  good  deal  of  outside  labour  during  high 
conjunctures,  reject  it  again  during  depressions,  and  so 
cause  unemployment.  It  is  not  necessary  that  these 
expelled  workers  become  entirely  without  occupation,  as 
it  is  conceivable  that  to  some  extent  they  will  go  back 
to  agriculture  from  which  they  came,  and  resume  their 
activities  there  for  a  time.  In  Sweden  this  is  a  fairly 
common  practice.  The  capital-producing  industries 
may,  to  a  great  extent,  take  agricultural  workers  or 
members  of  peasant-families  direct  from  their  occupation 
on  the  land.  This  applies  particularly  to  the  timber- 
industry,  but  also,  in  large  measure,  to  the  building  trade. 
When  these  workers  can  find  no  further  employment  in 
industry,  they  often  go  back  to  their  former  places. 

It  is  obvious  that  these  things  cannot  be  done,  or  not 
done  to  the  same  extent,  in  countries  with  very  advanced 
industries.  Here  the  workers  rejected  in  periods  of 
depression  are  generally  exposed  to  real  unemployment. 
The  fall  in  the  number  of  workers  employed  in  the 
industries  in  question,  which  we  have  shown  in  the  case 
of  Germany,  should  give  us  a  generally  accurate  idea  of 
the  extent  of  “  conjuncture-unemployment.” 

But  of  temporary  fluctuations  of  the  degree  of  employ- 
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ment  the  statistics  we  have  hitherto  used  give  us  no 
idea.  If  we  want  to  study  the  problem  of  unemployment 
from  this  point  of  view,  so  as  to  have  a  sort  of  barometer 
to  indicate  the  development  of  conjunctures,  we  must 
proceed  differently.  We  must  primarily  look  to  the 
unemployed  statistics  of  Trade  Unions  which  give  regular 
returns  of  their  unemployed  members.  The  greatest 
defect  of  these  statistics  is  that  they  usually  include  only 
a  relatively  small  part  of  the  total  number  of  workers. 

First  let  us  consider  the  results  that  have  been 
obtained  in  England.  The  report  of  the  Labour  Gazette 
in  1893  covered  Unions  with  336,000  members,  and  in 
1903  this  number  had  risen  to  560,000.  The  statistics 
distinguish  various  main  groups  of  industries,  and  the 
engineering,  ship-building,  and  metal  industries  are 
specially  treated.  Figures  of  unemployment  are  also 
given  for  the  building  trade.  We  are  thus  able  to  see 
what  proportion  the  unemployment  reported  by  the 
Unions  in  the  capital-producing  industries  bears  to 
unemployment  in  the  other  industries. 


A. 

B. 

C. 

D. 

E. 

1872  min. 

o-9 

1*2 

2*4 

i*S 

0*0 

1879  max. 

iS-3 

8-2 

8-3 

4*o 

37 

1882  min. 

2-3 

3-5 

2*5 

2*4 

o*9 

1886  max. 

13-5 

8-2 

47 

2*6 

5*2 

1890  min. 

2-2 

2*2 

2*5 

2*2 

i*6 

1893  max. 

1 1'4 

3-i 

4*i 

4'1 

2*6 

1899  min. 

2-4 

1*2 

2*1 

3*9 

1*2 

1904  max. 

8.4 

7.3 

6*8 

47 

3*o 

1906  min. 

4-i 

6*9 

4*8 

47 

i*9 

1908  max. 

12-5 

ii*6 

8-3 

5-5 

2*9 

In  this  table,  based  upon  the  statistics  of  the  Board 
of  Trade,*  unemployment  in  the  Unions,  in  percentage 
of  the  total  membership,  is  divided  into  the  following 
groups : 

*  Fourteenth  Abstract  of  Labour  Statistics  of  the  United  Kingdom 
(1908-1909). 
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A.  Engineering,  ship- building,  and  metal  industries. 

B.  Building  industry. 

C.  Wood  and  furniture  industries. 

D.  Printing  and  book-binding. 

E.  Mining,  textile,  clothing,  paper,  leather,  glass, 
pottery,  and  tobacco  industries. 

The  figures  are  only  reproduced  for  the  years  in  which 
the  average  percentage  for  the  whole  of  the  Unions  is 
either  a  maximum  or  a  minimum.  We  see  that  in  the 
minimum  years  unemployment  is  usually  very  small 
for  all  the  groups.  But  in  the  maximum  years  it  is  quite 
clear  how  much  more  depressions  affect  the  capital- 
producing  industries  (A  and  B)  than  the  others.  During 
the  heavy  depression  of  1879,  f°r  instance,  when  unem¬ 
ployment  reached  15-3  per  cent,  in  group  A  and  8-2 
in  the  building  trade,  it  was  confined  in  group  E  to  3-3. 
It  was  the  same  in  1908,  when  unemployment  in  groups 
A  and  B  was  12-5  and  1 1-6  per  cent,  respectively,  and  only 
2-9  in  group  E.  These  figures  are  obviously  a  strong 
confirmation  of  the  results  to  which  our  previous  studies 
led  us — that  conjuncture-movements  are  of  their  very 
nature  fluctuations  in  the  production  of  fixed  capital  and 
have  only  a  secondary  influence  upon  the  other  branches 
of  production.  It  is  part  of  the  nature  of  these  statistics 
that  they  bring  out  this  difference  of  character  of  the  two 
principal  groups  of  industries  only  in  periods  of  depression, 
for  during  high  conjunctures  unemployment  proper 
falls  practically  to  zero  in  all  industries,  and  the  statistics 
do  not  show  the  great  rise  in  the  number  of  employed 
workers  which  the  capital-producing  industries  in 
particular  show  during  high  conjunctures. 

The  British  Board  of  Trade  also  publishes  monthly 
statistics  of  unemployment  in  certain  Unions  which  give 
unemployment-relief  to  their  members  (table  below). 
These  statistics  have  a  significance  as  a  symptom  of  con- 

i'unctures,  and  serve  as  a  kind  of  barometer  of  crises. 
ror  instance,  the  figures  of  unemployment  in  the  second 
half  of  1907  are  higher  than  the  corresponding  figures  of 
the  previous  year,  and  this  must  be  taken  as  a  sign  of  the 
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coming  turn  of  the  conjuncture,  although  this  turn  is 
not  fully  seen  in  the  figures  of  unemployment  until  the 
beginning  of  1908.  On  the  other  hand,  a  fall  in  the  per¬ 
centage  of  unemployment  indicates  an  improvement  of 
the  conjuncture.  From  August  1909  there  was  such  a  fall, 
and  in  point  of  fact  an  advancing  period  followed  it. 
Unemployment  naturally  varies  with  the  season,  the 
highest  figures  being  usually  at  the  end  of  the  year.  As 
a  rule,  the  December  figures  are  higher  than  the  average 
figures  for  the  whole  year.  When  there  is  an  exception 
to  this  rule,  as  there  is  in  1905  and  1909,  this  seems  to  be 
a  very  reliable  sign  of  a  rising  conjuncture: 


Monthly  Returns  of  Unemployment  of  the  British  Board 
of  Trade,  1901-1911.* 


T  ear. 

January. 

February. 

March. 

April. 

May. 

June. 

August. 

September . 

October. 

November. 

December. 

Average 

of  T ear. 

1901 

3-5 

3H 

3-i 

3'4 

3-0 

3-0 

2-9 

3‘4 

3-2 

3’2 

37 

T2 

37 

1902 

4-0 

3-9 

3-2 

3-4 

37 

37 

3'5 

4-0 

47 

47 

4’4 

5-0 

4-0 

1903 

4‘9 

T3 

3-9 

3-6 

37 

3’9 

T4 

5-0 

5-2 

5-6 

57 

6-3 

47 

1904 

6-i 

5-6 

5’5 

57 

5-8 

57 

5-6 

5’9 

6-3 

6-3 

6-5 

7-i 

6-o 

1905 

6-3 

57 

5-2 

5-2 

47 

4-8 

47 

T9 

4-8 

4-6 

47 

47 

5-0 

1906 

T3 

4-i 

3-4 

3-2 

3-i 

3-2 

3-i 

3‘3 

3'3 

3-9 

4-o 

T4 

3-6 

I9°7 

3‘9 

3-5 

3-2 

2-8 

3-0 

3-i 

3-2 

3-6 

4'i 

4'2 

47 

5-6 

37 

1908 

5-8 

6*o 

6-4 

7-\ 

7-4 

7.9 

7.9 

8-5 

9'3 

97 

87 

9’1 

7-8 

I9°9 

8-7 

8-4 

8-2 

8-2 

T9 

T9 

T9 

77 

7-4 

7-1 

6-5 

6*6 

77 

1910 

6-8 

57 

5-2 

4-4 

4-2 

37 

3-8 

4-0 

47 

4' 4 

4-6 

5-0 

47 

1 91 1 

3-9 

37 

3-0 

2-8 

2-5 

3-0 

2-9 

3*3 

2-9 

2-8 

2-6 

3-i 

3-0 

For  Germany  the  Reichs-Arbeitsblatt  has  published 
continuous  statistics  of  unemployment  in  the  German 
Unions  since  1903.  The  number  of  unemployed  (at 
home  or  travelling)  in  proportion  to  the  number  of 
members  of  the  Unions  reported  upon  is  given  for  the 
close  of  the  last  week  of  each  month.  We  reproduce  here 
the  figures  for  March,  June,  September,  and  December 
from  the  first  year  of  the  statistics: 

*  14th  “Abstract  of  Labour  Statistics,”  p.  7  ( Labour  Gazette,  191 1-1 2). 
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T  ear. 

March. 

June. 

September. 

December. 

1903  . 

— 

3.2 

2-3 

2*6 

1904 . 

2-0 

2-1 

1-8 

2-4 

1905  . 

i-6 

1-5 

1’4 

i-8 

1906 . 

I*  I 

1-2 

1-0 

i-6 

*9°7 . 

1-3 

1-4 

27 

1908 . 

2-5 

2*9 

27 

4-4 

T9°9 . 

3-5 

2-8 

2-1 

2-6 

1910 . 

i-8 

2-0 

i-8 

2-1 

1911 . 

1-9 

1-6 

17 

2-4 

1912  . . 

i-6 

17 

i-5 

2-8* 

The  lower  figures  for  1905,  1906,  and  1907  clearly 
reflect  a  high  conjuncture  and  the  subsequent  depression 
is  seen  just  as  clearly  in  the  high  figures  of  1908  and  1909. 
But  we  must  ascribe  only  a  general  symptomatic  signifi¬ 
cance  to  these  figures.  Comparison  of  the  various  years, 
and  especially  of  the  various  trades,  is  very  difficult 
owing  to  the  nature  of  the  material.  The  number 
of  the  workers  taken  into  account  has  been  quadrupled 
since  1904,  rising  from  about  half  a  million  to  about  two 
millions.  The  various  trades  are  very  unequally  repre¬ 
sented,  and  the  returns  are  very  defective  in  the  case  of 
some  important  industries  such  as  mining  and  building. 

In  order  to  take  account  also  of  the  length  of  unem¬ 
ployment  the  Reichs-Arbeitsblatt  calculates  for  each 
quarter  the  proportion  of  the  total  number  of  unemployed 
to  the  total  number  of  “  member-days”:  that  is  to  say, 
the  number  of  members  and  that  of  the  working  days  in 
the  quarter  (possible  working  days).  Of  each  100 
member-days  the  following  were  days  of  unemployment  :f 


Tear. 

First 

Quarter. 

Second. 

Quarter. 

T  bird 
Quarter. 

Fourth 

Quarter. 

1909 . 

3.2 

i*9 

1  ‘6 

i-4 

1910  .. 

17 

i-4 

1*2 

1*2 

1911 . 

1-8 

1*0 

ri 

i*i 

1912  .. 

1*8 

i*  1 

i- 1 

i-4 

19*3  . . 

2‘I 

1*8 

2"  I 

2-s 

*  Reichs-Arbeitsblatt,  X.  Jahrgang,  Nr.  4,  p.  264.  t  Reichs-Arbeitsblatt. 
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The  figures  show  that  the  period  of  depression  was 
over  in  1910,  and  the  end  of  the  subsequent  high  con¬ 
juncture  is  clearly  indicated  by  an  increase  of  unemploy¬ 
ment  in  the  fourth  quarter  of  1912. 

In  order  to  illustrate  the  extent  of  employment  of 
German  workers  the  Reichs-Arbeitsblatt  also  publishes 
statistics  of  the  fluctuations  of  the  number  of  employed 
members  under  the  insurance  scheme  (sick-insurance) 
subtracting  the  increase  of  the  number  which  is  due  to 
the  growth  of  the  population.  These  statistics  can,  of 
course,  only  be  used  as  a  barometer  for  the  labour  market. 
As  such,  however,  they  can  claim  a  certain  value,  as 
the  returns  include  about  5,700,000  members  (March 
I9I2). 

The  work  of  the  labour  bureaux  is  also  given  in  order 
to  illustrate  the  state  of  the  labour  market.  But  the 
number  of  those  seeking  employment  as  compared  with 
the  number  of  situations  vacant  is  much  too  complicated 
an  idea  to  help  the  theoretical  interpretation  of  the 
fluctuations  of  the  labour  market. 

§  67.  Changes  in  Working-Time. 

In  the  preceding  sections  we  have  considered  those 
fluctuations  in  the  number  of  employed  workers  which 
correspond  to  the  fluctuations  in  production  caused  by 
conjunctures.  We  found  that  the  capital-producing 
industries  during  the  high  conjuncture  re-absorb  the 
workers  put  out  of  employment  during  a  depression,  and 
also  attract  outside  labour,  which  they  will  partly  expel 
again  in  the  next  depression.  But  there  is  another  way 
of  adjusting  labour  to  the  needs  of  varying  productive 
activity — by  increasing  or  curtailing  the  hours  of  work 
daily  or  the  number  of  days  worked  in  the  week. 

This  method  is  used  in  the  English  coal  mines,  and  the 
working  of  it  can  be  followed  statistically.  The  annual 
average  of  the  number  of  work- days  in  the  week  is  given 
in  the  following  table:* 

*  Board  of  Trade,  Memoranda,  etc.,  Cd.  2337,  1904,  pp.  80  and  94 
(“  Fourteenth  Abstract  of  Labour  Statistics  ”). 
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1895  .. 

•  •  474 

1903  •• 

.  .  5-09 

1896  . . 

. .  4-92 

I904  .. 

..  5-07 

1897  .. 

••  5-i3 

1905  . . 

••  5-03 

1898  .. 

..  5-25 

I906  . . 

.  .  5-26 

1899  .. 

. .  5-46 

1907  .. 

••  5-51 

1900  . . 

•  •  5-47 

I908  . . 

.  .  5*22 

1901  .. 

..  5-12 

I909  . . 

..  5-14 

1902  . . 

..  5*22 

I9IO  .. 

..  5-19 

We  see  that  the  time  worked  per  week  rises  from  the 
minimum  in  1895  to  the  maximum  in  1900,  then  fall  to  a 
minimum  in  1905  and  rise  again  to  a  maximum  in  1907. 
The  differences  between  the  maxima  and  the  minima 
are,  as  one  sees,  fairly  large. 

The  time  worked  in  1907  wras  larger  for  each  month 
than  in  the  corresponding  month  of  the  previous  year. 
The  fall  does  not  begin  until  the  commencement  of  1908, 
and  it  is  not  until  the  last  quarter  of  1908  that  the 
time  is  less  than  in  1906. 

This  method  of  adjusting  the  requirements  of  labour 
is  also  used  in  the  iron  mines.  The  average  number 
of  working  days  in  the  week  in  the  iron  mines  was  as 
follows  from  1896  to  1910:* 


1896  .. 

..  572 

1904  .. 

•  •  579 

1897  .. 

..  576 

1905  . . 

•  •  577 

1898  .. 

•  •  575 

1906  . . 

. .  578 

1899  .. 

. .  476 

1907  . . 

..  5-8i 

1900  . . 

..  5-65 

1908  .. 

. .  5-69 

1901  .. 

..  578 

1909  . . 

. .  576 

1902  .. 

••  574 

1910  .. 

••  577 

1903  . . 

..  572 

Here  the  fluctuations  are  smaller  as  we  should  expect, 
but  they  bring  out  clearly  the  advance  from  1901  to  1907 
and  the  subsequent  reaction  in  1908. 

In  the  iron  and  steel  works  the  number  of  shifts  of 
work  is  adapted  to  the  varying  requirements.  The 
average  number  of  shifts  worked  by  one  man  in  a  week 
in  the  following  years  was  :f 

•  From  the  sources  quoted, 
t  “  Fourteenth  Abstract  of  Labour  Statistics.” 
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1901  . . 

•  •  5-32 

1906  . . 

••  5-57 

1902  . . 

•  •  5-36 

1907  . . 

..  5-58 

1903  . . 

•  •  5-39 

1908  . . 

••  5-36 

1904  . . 

. .  5-40 

1909  .. 

••  5-38 

1905  . . 

..  5-51 

1910  .. 

..  5-50 

again  the  high  conjuncture  of  1907 

is  conspicuous. 

When  we  multiply  the  average  shifts  worked  by  the 
number  of  men  employed,  we  get  a  correct  measure  of  the 
extent  of  employment  in  the  iron  and  steel  works.  The 
percentage  of  increase  and  decrease  of  this  extent  of 
employment  for  each  month  in  comparison  with  the 
corresponding  month  of  the  previous  year  is  regularly 
published  in  the  Labour  Gazette.  For  the  years  1906- 
1909  these  percentages  were:* 


Month. 

1906 

1907 

1908 

1909 

January 

+  13-3 

+  2-9 

-  6-6 

-5*8 

February 

+  io- X 

+  3-4 

-  8-3 

-7-8 

March 

+ 107 

+  3-1 

-  io-o 

-4*1 

April 

+ 

8-4 

+  5‘5 

-  12-8 

-4-i 

May 

+ 

7-0 

+  5*4 

- 13-9 

-0-4 

June  . 

+ 

8-5 

+  5-2 

-147 

+  i*4 

Juh  . 

+ 

57 

+  4-i 

-  14-0 

+  0-9 

August 

+ 

5-4 

+  4*4 

- 13-3 

+  3*2 

September  . . 

+ 

4'2 

+  2-5 

-  12-3 

+  3*7 

October 

+ 

4-6 

-  1-9 

-  1 1*2 

+  6-3 

November  . . 

4- 

3‘i 

-4*9 

-  9-0 

+  6-5 

December  . . 

+ 

3-i 

-4-0 

-  1 1-4 

+  9-6 

These  figures  are  well  calculated  to  inform  us  accurately 
as  to  the  time  of  the  beginning  and  end  of  the  depression. 
We  find  that  it  is  not  until  October  1907  that  there  is  a 
diminution  of  the  great  extent  of  employment  of  the 
high  conjuncture  in  comparison  with  the  corresponding 
month  of  the  previous  year.  It  is  not  until  November 
that  the  reaction  exceeds  the  advance  of  the  previous 
year,  and  not  until  May  1908  is  the  whole  increase  of 
the  two  years  of  high  conjuncture  cleared  off.  Thus  the 

•  From  Pohle,  Monatliche  Ubersichten. 
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iron  and  steel  industries  were  very  busy  up  to  the  last 
moment  of  the  high  conjuncture;  which  agrees  with 
the  result  we  reached  above  (§  63,  at  the  end)  in  our 
inquiry  as  to  the  time  of  the  commencement  of  the 
decrease  in  the  production  of  the  materials  of  fixed 
capital. 


CHAPTER  XVI 


THE  INFLUENCE  OF  CONJUNCTURES  ON  THE  PER¬ 
MANENT  MATERIAL  MEANS  OF  PRODUCTION 

§  68.  Changes  in  the  Amount  and  Efficiency  of  the 
Means  of  Production. 

THE  fluctuations  of  production  which  make  their 
appearance  in  the  various  stages  of  a  conjuncture 
involve  differences  in  the  use,  not  only  of  labour,  but  also 
of  the  material  means  of  production.  The  increased 
production  during  a  high  conjuncture  is  not  conceivable 
without  an  increased  use  of  the  material  means  of  pro¬ 
duction.  The  demand  for  these  during  a  high  conjunc¬ 
ture  may  be  met  in  two  ways : 

I.  By  making  new  means  of  production,  thus  increasing 
the  total  supply  or  at  least  increasing  its  efficiency. 

2.  By  making  better  use  of  the  existing  means.  Let 
us  first  consider  the  former  alternative. 

Those  means  of  production  which  we  have  put  under 
the  heading  “  circulating  capital  ”  need  not  be  taken  into 
consideration  here.  An  increase  in  the  production  of  cir¬ 
culating  capital  is,  as  we  are  aware,  to  be  regarded  as  an 
accompaniment  of  every  enlargement  of  the  productive 
processes  of  the  social  economy.  We  may,  therefore, 
confine  our  attention  at  first  to  the  multiplication  of 
permanent  material  means  of  production,  or  of  fixed 
capital,  which  is  involved  in  the  increased  production  of 
the  high  conjuncture. 

What  is  the  source  of  this  increase  of  permanent 
means  of  production  which  the  high  conjuncture  necessi¬ 
tates  ?  The  production  of  fixed  capital  is  continuous, 
as  we  saw;  slower  in  periods  of  depression  than  in  high 
conjunctures,  but  even  then  it  goes  on  to  a  considerable 
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extent.  The  fall  in  pig-iron  production  during  depres¬ 
sions  is  only  a  few  per  cent. ;  it  may  in  exceptional  cases 
be  much  greater  (in  the  United  States  in  1908  it  was 
38  per  cent.),  but  even  during  severe  depressions  the 
output  is  substantially  maintained.  And  this  applies 
to  the  whole  production  of  fixed  capital.  The  con¬ 
struction  of  railways  goes  on,  as  the  statistics  show, 
though  unsteadily.  The  equipment  of  the  railways  to 
increase  their  efficiency  also  continues  during  periods  of 
depression,  as  may  best  be  seen  in  the  United  States, 
with  its  private  railways  and  its  very  changing  con¬ 
junctures.*  The  annual  extension  of  the  station -lines, 
which  was  2,644  miles  in  1892-3,  fell  to  1,240  miles 
during  the  depression  of  1894-5.  This  is,  of  course, 
a  considerable  decrease;  still,  it  is  seen  that  the  construc¬ 
tion  of  stations  went  on  to  a  great  extent  during  the 
whole  period  of  depression.  In  the  high- conjuncture 
year  1903-4  the  construction  of  station- lines  reached  the 
figure  of  4,932  miles.  This  figure  was  reduced  in  the 
next  year  of  the  depression  to  3,450  miles.  The  con¬ 
struction  of  second,  third,  and  fourth  lines  also  continued 
during  the  depression;  in  1905-6,  for  instance,  there  was 
a  minimum  of  880  miles,  but  the  next  year  reported  a 
construction  of  1,485  miles.  There  is,  therefore,  even  in 
periods  of  depression  work  done  continuously  to  increase 
the  transport- capacity  of  the  system.  We  find  the  same 
in  regard  to  rolling  stock.  The  number  of  goods-waggons 
(about  1,654,000)  was  increased  by  about  38,000  in 
1903-4,  and  again  by  39,000  in  1904-5.  At  the  same  time 
the  average  carrying  capacity  increased  from  29  to  30 
and  31  tons.  This  shows  that  there  was  a  considerable 
elimination  of  old  waggons,  and  the  number  of  new 
trucks  must  have  been  much  greater  than  the  figures 
here  quoted.  The  increase  in  the  number  of  trucks  in 
the  period  of  depression  is  small  in  comparison  with  the 
enormous  increase  in  the  subsequent  high  conjuncture, 
when  it  reached  107,000  and  153,000  in  the  years  1905-6 
and  1906-7;  yet  it  shows  that  the  period  of  depression 
*  Statistical  Abstract  of  the  United  States. 
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contributed  materially  to  improving  the  transport- 
capacity  of  the  railways  in  this  respect  also. 

What  we  have  shown  in  figures  as  regards  the  railways 
applies  to  the  entire  sphere  of  economic  production. 
At  the  close  of  the  depression  the  national  economy  is 
much  better  provided  with  permanent  material  means  of 
production  than  it  was  at  the  beginning,  and  it  is  there¬ 
fore  quite  prepared  for  the  next  high  conjuncture.  This 
equipment  of  the  national  economy  with  permanent 
means  of  production  facilitates  the  increased  production 
in  the  high  conjuncture,  but  it  is  far  from  sufficient  to 
meet  the  extraordinary  requirements  of  the  high  con¬ 
juncture.  This  must  itself  produce  the  far  greater  part 
of  the  means  of  production  which  it  needs.  Hence, 
as  we  saw,  the  production  of  fixed  capital  increases  during 
a  high  conjuncture.  It  is  this  considerable  increase  in 
the  production  of  means  of  production  above  the  normal 
measure,  continued  throughout  the  whole  of  the  high 
conjuncture,  which  creates  the  high  conjuncture. 

We  have  already  seen,  in  a  concrete  example,  that  the 
period  of  depression  weeds  out  antiquated  means  of 
production,  replaces  them  by  new  and  better,  and  so 
raises  the  average  productivity.  It  is  very  interesting 
to  study  these  changes  in  the  production  of  pig-iron,  as 
this  is  the  chief  foundation  of  the  production  of  fixed 
capital. 

It  is  a  well-known  fact  that  furnaces  multiplied  con¬ 
siderably  during  the  last  generation.  This  change  was 
effected  by  the  constant  construction  of  new  furnaces  and 
abandonment  of  old.  But  the  development  was  not  steady. 
The  removal  of  old  furnaces  clearly  took  place  mainly 
during  periods  of  depression.  During  high  conjunctures 
it  was  frequently  necessary  to  resume  the  use  of  furnaces 
that  had  been  abandoned  during  the  depression,  although 
they  were  really  antiquated. 

The  German  statistics  of  the  industry  give  not  only 
the  total  production  of  pig-iron,  but  also  the  time,  the 
number  of  weeks,  the  furnaces  were  at  work.  We  can, 
therefore,  calculate  the  average  output  of  iron  per  working 
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week.  Multiplying  this  figure  by  52,  we  get  figures 
which  may  serve  as  a  measure  of  the  average  productive 
capacity  per  year  of  the  active  furnaces,  assuming  that 
they  are  occupied  throughout  the  year  (Table  IX.).  This 
productivity  of  the  German  furnaces  rises  between  1872 
and  1909  from  7,560  tons  to  51,320  tons.  The  increase 
relaxes  considerably,  however,  in  periods  of  depression. 
For  the  whole  period  we  may  count  nineteen  bad  and 
eighteen  good  years.  In  the  bad  years  the  rise  of  the 
figure  of  productivity  averages  about  1,555  tons,  and  in 
the  good  years  it  is  only  about  789  tons.  This  is  due  to 
the  fact  that  the  old  furnaces  are  almost  entirely  thrown 
out  of  use  or  definitively  abandoned  in  the  periods  of 
depression.  The  building  of  new  furnaces  seems  to  pro¬ 
ceed  with  more  regularity.  The  fact  that  during  high 
conjunctures  more  or  less  antiquated  furnaces  are  brought 
into  requisition  naturally  brings  down  the  increase  of  the 
average  productivity  which  the  new  furnaces  would  give. 
In  the  boom  year  1880,  when  the  pig-iron  output  rose 
from  2,227,000  to  2,729,000  tons,  the  number  of  active 
furnaces  rose  from  210  to  246,  yet  the  average  productivity 
went  back  a  little — namely,  from  12,934  to  12,930  tons. 
Otherwise,  there  seems  to  be  a  constant  tendency  to  an 
increase  of  productivity;  but  it  is,  as  we  said,  much  slower 
during  high  conjunctures  than  during  periods  of  depres¬ 
sion.  In  the  sharp  depression  of  1900,  when  the  iron- 
output  fell  from  8,520,000  to  7,880,000  tons  in  1901,  and 
rose  again  to  8,530,000  tons  in  1902,  the  average  produc¬ 
tivity  of  the  furnaces  went  up  from  33,430  to  35,580  and 
40,520  tons;  which  is  clearly  connected  with  the  fact  that 
the  number  of  existing  furnaces  fell  from  a  maximum  of 
309  in  1901  to  289  in  1902,  and  the  number  of  furnaces 
in  operation  fell  from  a  maximum  of  274  in  1900  to  241 
in  1902.  In  1908  the  number  of  existing  furnaces  was 
increased  by  seven  in  comparison  with  the  preceding 
year,  but  the  number  of  furnaces  in  operation  was  reduced 
by  twenty- three;  and  the  two  changes  together  meant 
an  increase  of  the  average  productivity  from  45,298  to 
48,733  tons. 
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We  may  take  it  as  a  rule  that  the  elimination  of  old 
means  of  production  takes  place  chiefly  in  periods  of 
depression,  while  the  production  of  new  means  of  pro¬ 
duction  is  brisker  during  high  conjunctures.  The  result 
of  the  development  during  the  depression  is  always  an 
increased  productive  capacity,  on  which  the  incipient 
high  conjuncture  can  rely.  It  is  also  very  probable  that 
during  depressions  antiquated  methods  of  production  are 
abandoned.  In  part  this  is  directly  connected  with  the 
making  of  new  means  of  production,  but  to  some  extent 
the  improvement  in  methods  of  production  has  its  centre 
of  gravity  in  the  sphere  of  organisation.  The  periods 
of  relaxed  pressure  give  the  employers  time  for  a  com¬ 
prehensive  reorganisation  of  their  businesses.  In  all 
probability  this  is  commonly  another  way  in  which  an 
increased  productive  capacity  is  reached  until  the  begin¬ 
ning  of  the  next  high  conjuncture. 

The  multiplication  of  permanent  material  means  of 
production,  which  we  can  establish  for  periods  of  depres¬ 
sion,  represents  an  accumulation  of  capital  during  such 
periods.  But  this  is  not  the  accumulation  of  capital 
in  “  monetary  form,”  or  of  “  free  capital  ”  waiting  for 
“  investment,”  assumed  by  certain  theorists  and  financial 
journals.  During  the  depression,  as  at  all  other  times 
(§  47),  the  formation  of  capital  is  a  real  increase  of  “  in¬ 
vested  capital,”  and  primarily  of  fixed  real  capital.  This 
“  accumulation  of  capital  ”  is  scarcely  to  be  regarded  as  a 
condition  of  a  high  conjuncture  and  is  at  least  very  far 
from  being  a  sufficient  basis  of  the  increased  production. 
To  a  considerable  extent  this  increase  of  production  must, 
as  we  have  seen,  be  based  upon  the  means  of  production 
which  the  high  conjuncture  itself  had  created. 

The  accumulation  of  capital  during  a  depression  is 
also  in  part  an  accumulation  of  circulating  real  capital — 
an  increase  in  stocks  of  commodities  which  did  not  find 
purchasers  during  the  depression.  These  commodities 
may  be  materials  for  fixed  capital  or  for  products  which 
pass  into  consumption,  or  consumable  goods  properly  so 
called.  It  seems  to  be  imagined  sometimes  that  the  high 
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conjuncture  is  only  made  possible  b y  this  accumulation 
of  commodities.  According  to  this  view,  which  has  at 
all  events  the  advantage  of  assuming  a  concrete  founda¬ 
tion  for  the  accumulation  of  capital,  which  some  insist 
o  1  regarding  as  a  prerequisite  condition  of  the  high  con¬ 
juncture,  the  extraordinarily  increased  production  of 
fixed  capital  which  characterises  the  conjuncture  is  in 
part  directly  facilitated  by  the  stores  of  materials  for 
such  real  capital,  and  in  part  by  the  fact  that  productive 
forces  could,  thanks  to  the  stores  of  goods  for  consumption 
or  materials  therefor,  be  diverted  from  the  immediate 
supply  of  goods  to  consumers  and  applied  to  the  produc¬ 
tion  of  fixed  capital.  In  this  way  of  looking  at  the  matter 
there  is  a  trace  of  the  old  theory  of  Adam  Smith,  that  “  a 
stock  of  goods  must  be  stored  up  somewhere  ”  before 
capitalistic  production  can  begin  (cf.  p.  32).  We  need 
only  state  here  that  the  existence  of  stores  of  this  descrip¬ 
tion  can  have  no  material  significance  for  the  high  con¬ 
juncture,  since,  as  we  know,  the  production  of  materials 
and  consumable  goods  is,  as  a  rule,  increased  above  the 
normal  in  every  branch  during  a  high  conjuncture,  and 
therefore  it  itself,  in  the  main,  meets  its  demands  for  these 
articles.  Whether  the  preceding  depression  has  left  stores 
of,  let  us  say,  pig-iron  is  more  or  less  immaterial  to  the 
development  of  the  high  conjuncture,  as  the  extra  supply 
to  meet  the  need  that  is  taken  from  such  stores  is  of 
no  great  consequence  in  comparison  with  the  enormous 
production  of  the  high  conjuncture  itself. 

Although  it  would  be  difficult  to  draw  up  incontest¬ 
able  statistics  of  the  stores  accumulated  during  depressions 
we  may  safely  say  that  the  depression  is  not  mainly  to 
be  conceived  as  an  “  over-production  ” — a  production  of 
goods  which  cannot  be  sold  until  later — but  rather  as  an 
incomplete  use  of  the  existing  means  of  production  (§  69). 
The  stores  left  over  here  and  there  from  the  depression 
are  not  a  general  or  necessary  condition  of  the  occur¬ 
rence  of  a  high  conjuncture,  and  therefore  not  an  essential 
element  in  the  explanation  of  it. 
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§  69.  Variations  in  the  Use  of  Means  of  Production. 

The  other  chief  way  to  facilitate  the  increased  produc¬ 
tion  during  a  high  conjuncture  is  to  make  a  better  use  of 
the  existing  means  of  production. 

This  better  use  may,  as  far  as  concerns  circulating 
capital,  be  attained  by  accelerating  the  whole  process  of 
production  and  thus  increasing  the  “  rapidity  of  circula¬ 
tion  ”  of  circulating  capital;  and  this  is  clearly  equivalent 
to  reducing  the  stores  of  circulating  capital  relatively  to 
the  extent  of  production.  During  high  conjunctures, 
when  production  is  at  its  intensest,  every  intermediate 
product  is,  as  a  rule,  passed  on  as  speedily  as  possible  to 
the  next  stage  of  production,  and  does  not  remain  long 
in  store.  It  may  be  very  generally  assumed  that  the 
high  conjuncture  is  characterised  by  a  better  use  of 
circulating  capital  in  this  sense.  But  it  would  certainly 
be  an  error  to  see  in  this  an  essential  element  of  the 
explanation  of  the  increased  production  of  the  high 
conjuncture. 

That  there  is  a  better  use  of  the  permanent  material 
means  of  production  during  a  high  conjuncture,  and 
that  this  to  some  extent  facilitates  the  increased  produc¬ 
tion,  cannot  be  doubted.  In  periods  of  depression  the 
permanent  means  of  production  are  badly  used,  and  in 
part  not  used  at  all.  These  fluctuations  in  the  use  of 
them  are  partly  connected  with  fluctuations  in  the 
employment  of  labour.  When  a  factory  works  overtime 
or  with  extra  shifts,  there  is  clearly  a  better  use  of  the 
machines  and  the  whole  equipment  of  the  place.  If 
new  workers  are  taken  on,  new  machines  also  will  be 
required  to  some  extent;  but  frequently  certain  machines 
will  suffice  for  the  larger  number  of  workers.  The  in¬ 
creased  production  is  in  such  cases  partly  facilitated  by 
the  more  intensive  use  of  the  machinery.  This  is  true 
also  in  many  cases  of  the  buildings  and  the  general 
equipment  of  the  works. 

But,  quite  apart  from  fluctuations  in  the  number  of 
workers  or  working  hours,  there  are  considerable  variations 
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in  the  use  of  permanent  means  of  production;  as  when  a 
ship,  for  instance,  makes  one  voyage  with  a  full  cargo  and 
another  with  half  a  cargo. 

In  certain  cases  we  are  in  a  position  to  illustrate  these 
changes  in  the  use  of  permanent  means  of  production 
by  statistics,  and  so  get  an  approximate  idea  of  the  extent 
of  the  variations  and  a  more  accurate  determination  of 
the  time  when  they  occur.  Railway  statistics  are  par¬ 
ticularly  suitable  for  this  purpose.  There  are  various 
data  as  to  the  use  of  the  existing  material  on  the  German 
railways.  Taking  1,000  kilometers  of  use  to  one  loco¬ 
motive,  the  average  is:* 


1888  .. 

.  .  22*4 

1900  . . 

. .  27-4 

1889  .. 

•  •  23H 

1901  . . 

. .  26-8 

1890  .. 

.  .  24-4 

1902  . . 

. .  26-5 

1891  .. 

.  .  24-6 

1903  .. 

•  •  27-4 

1892  .. 

.  .  23-4 

1904  . . 

...  28-1 

1893  .. 

••  23-3 

1905  . . 

. .  28-9 

1894  .. 

••  23-4 

1906  . . 

. .  29-8 

1895  . . 

•  •  23-9 

I9°7  • • 

•  •  30-1 

1896  . . 

•  •  24-9 

1908  . . 

..  28-1 

1897  . . 

. .  25 -6 

1909  . . 

. .  26-5 

1898  .. 

. .  267 

1910  . . 

..  26-5 

1899  . . 

. .  27-0 

1911  .. 

. .  27-4 

We  see  that  the  use  of  the  locomotives  improved,  but 
that  this  improvement  only  takes  place  during  high 
conjunctures,  and  gives  way  to  a  certain  reaction  during 
depressions.  The  pitch  of  use  that  was  reached  in  1891 
was  not  maintained  in  the  subsequent  depression,  and 
was  not  exceeded  until  1896.  Then  there  was  a  sharp 
rise  until  1900,  but  this  was  interrupted  in  the  subsequent 
depression,  and  only  resumed  in  the  new  high  conjuncture 
of  1907.  The  later  depression  again  brought  about  a 
considerable  relaxation  in  the  degree  of  use. 

It  is  the  same  in  regard  to  the  utilisation  of  waggons. 
Taking  1,000  kilometers  to  one  waggon-axle:f 

*  Statistisches  Jahrbuch  fur  das  Deutsche  Reich. 
t  Same  authority. 
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1895  .. 

..  19-1 

i9°3  • • 

.  .  20-1 

1896  .. 

..  19-3 

1904  . . 

.  .  20-6 

1897  .. 

..  19-5 

1905  . . 

..  21-4 

1898  .. 

..  197 

1906  . . 

22*0 

1899  .. 

..  19-9 

1907  . . 

22*2 

1900  .. 

..  19-6 

1908  .. 

..  20  *7 

1901  .. 

..  18-9 

1909  . . 

.  .  20‘5 

1902  . . 

..  19-2 

1910  .. 

..  21*1 

1911  .. 

..  21 *7 

The  conjuncture-changes  can  very  easily  be  traced  in  these 
two  sets  of  figures. 

The  whole  railway  system  is,  of  course,  much  better 
used  during  high  conj  unctures  than  at  other  times.  This  is 
clear  in  the  statistics  of  ton-miles  per  mile  of  line  which 
are  published  in  the  United  States.  The  goods  traffic  on 
the  Swedish  State  Railways  in  tons  per  day  and  kilo¬ 
meter  of  line  shows  the  following  development  in  the 
period  1870-1910,  taking  only  the  maxima  and  minima:* 


I87O  .. 

..  1-56 

1894  .. 

. .  2-98 

I876  .. 

..  2-85 

1 900  . . 

•  •  4‘99 

I879  •• 

..  2-22 

1901  .. 

..  4-85 

I883  .. 

..  277 

1907  . . 

. .  6-68 

I887  .. 

..  2-49 

1909  . . 

..  6-13 

I889  .. 

..  3-26 

1910  . . 

. .  7-28 

In  order  to  determine  the  point  of  time  at  which  a 
change  in  the  use  of  fixed  capital  occurs  we  may  take  the 
monthly  revenues  of  the  railway  systems  of  the  great 
industrial  countries.  In  the  case  of  Germany  the  income 
from  goods  traffic  per  kilometer  of  working  line  was  (in 
marks)  in  the  following  months:! 


JU1 7 

August 
September 
October  . . 


1907 


. .  2,696 

November 

1907 

. .  2,903 

..  2,819 

December 

•  . 

..  2,525 

••  2745! 

..  3,085 

January  . . 

1908 

••  2,493 

February 

•  • 

..  2,526 

In  each  of  these  months  the  working  revenue  was  greater 
than  in  the  corresponding  month  of  the  preceding  year. 


*  Statens  Jarnvagstrafik,  1910,  pp.  187-8. 

t  These  and  the  subsequent  monthly  figures  are  from  Pohle,  Monat- 
liche  Ubersicbten. 
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There  is  no  reaction  in  this  respect  until  March  1908. 
The  revenue  does  not  fall  below  the  figures  for  1906  until 
the  fourth  quarter  of  1908. 

For  twenty  of  the  leading  British  railways  the  working 
revenue  from  goods  traffic  shows  an  advance  for  each 
month  of  1906  and  1907  upon  the  corresponding  month 
of  the  previous  year,  and  in  December  1907  it  is  more 
than  .£120,000.  There  is  no  decrease  until  January 
1908,  and  it  is  not  considerable  enough  until  February 
to  wipe  out  the  whole  increase  of  the  preceding  year. 

In  all  these  cases  the  fall  of  revenue  occurs  only  after 
the  outbreak  of  a  crisis.  During  the  high  conjuncture, 
until  the  crisis,  the  railways  are  very  busy.  In  many 
cases  their  transport-capacity  was  unequal  to  the  demand, 
as  we  may  infer  from  the  reports  of  scarcity  of  trucks 
which  occur  repeatedly  in  this  high  conjuncture,  as  they 
do  always  in  such  periods. 

Even  in  the  production  of  consumable  goods  we  can 
sometimes  give  statistics  of  the  changes  in  the  utilisation 
of  permanent  means  of  production.  In  the  English  cotton 
industry,  for  instance,  we  can  compare  the  consumption 
of  raw  cotton  with  the  number  of  spindles  at  work  in  the 
industry  in  a  year.  The  consumption  of  raw  cotton 
shows  the  following  fluctuations  since  1880,  giving  only 
the  pronounced  maxima  and  minima:* 


Tear. 

Absolute  Consumption 
{in  Millions  of 
Hundredweights) . 

T 0  One  Spindle 
{in  Thousands  of 
Hundredweigh  ts) . 

1880 

12-3 

310 

1883 

13-4 

319 

1885 

ii-9 

2  77 

1891 

14-9 

332 

1893 

13-2 

292 

1899 

157 

347 

1903 

13-9 

295 

1907 

1 7-6 

338 

*  Board  of  Trade.  British  and  Foreign  Trade  and  Industry,  1909,  Cd. 
495+>  PP-  *53  and  157.  The  proportional  figures  have  been  calculated. 
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We  see  that  the  maxima  of  the  consumption  of  raw  cotton 
almost  coincide  with  the  turning  years,  and  that  the 
maxima  and  minima  of  this  consumption  always  corre¬ 
spond  with,  respectively,  the  highest  and  lowest  utilisation 
of  the  spindles.  The  rise  of  the  degree  of  utilisation  during 
high  conjunctures  is  fairly  considerable,  but  it  is  far  from 
sufficient  to  meet  requirements;  it  has  to  be  supplemented 
by  additions  to  the  number  of  spindles.  For  instance, 
the  number  of  spindles  increased  from  47,000,000  in 
1903  to  52,000,000  in  1907. 

That  there  are  considerable  fluctuations  in  the  use 
of  the  permanent  means  of  production  in  the  case  of  the 
pig-iron  output  we  have  already  seen  in  dealing  with  the 
German  furnaces.  Many  furnaces  which  were  out  of 
action  during  the  depression  were  brought  into  use  again 
during  the  high  conjuncture.  This  is  particularly  clear 
in  the  United  States.  On  December  31st,  1902,  there 
were  307  furnaces  active  there;  on  the  same  date  in  1903, 
after  the  outbreak  of  the  crisis,  only  182.  The  number 
of  furnaces  working  at  the  end  of  1906  was  340,  and  at  the 
end  of  1907  only  1 67. 

This  partial  utilisation  of  the  permanent  material 
means  of  production,  which  we  have  been  able  to  establish 
for  periods  of  depression,  is,  in  fact,  the  characteristic 
feature  of  a  depression.  It  may  be  generally  defined  as 
a  period  of  relative  unemployment  of  the  permanent 
means  of  production.  But,  as  we  saw,  the  great  general 
conjuncture-movements  are  essentially  a  variation  in  the 
production  of  fixed  capital.  Hence  depressions  must 
make  themselves  felt  especially  in  a  relative  unemployment 
of  those  permanent  means  of  production  which  serve  for 
the  production  of  fixed  capital.  The  quantity  of  the 
permanent  means  of  production  of  this  kind  is  determined 
by  the  extreme  demand  during  a  high  conjuncture. 
As  the  production  of  fixed  capital  relaxes  after  a  crisis 
these  means  of  production  must  be  partly  unemployed, 
precisely  because  they  are  permanent.  It  is  just  this  that 
most  clearly  characterises  the  depression. 

We  can  follow  this  phenomenon  in  the  case  of  the 
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production  of  pig-iron,  which  may  serve  as  representative 
of  the  entire  production  of  fixed  capital.  In  our  diagram 
(Fig.  13)  we  represent  the  world-production  of  pig-iron. 
At  the  time  when  the  output  is  at  its  maximum,  there 
must  clearly  be  such  a  quantity  of  permanent  means  of 


Fig.  13. — Graphic  Representation  of  the  Periods  of  Depression. 
The  World’s  Pig-Iron  Output  in  Millions  of  Tons. 


production  used  in  the  iron  output  as  will  suffice  for  the 
maximum  production.  All  these  permanent  instruments 
of  production — furnaces,  iron-mines,  means  of  transport, 
etc.,  which  are  needed  during  the  high  conjuncture,  are 
still  there  during  the  depression,  and  represent  the 

IS 


11 
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productive  capacity  of  the  community  in  this  field.  This 
productive  capacity  is  represented  on  the  diagram  by  the 
horizontal  dotted  line  which  starts  from  the  sharp  point 
of  a  high  conjuncture.  As  long  as  the  output  remains 
below  this  productive  capacity,  there  must  evidently  be 
a  certain  amount  of  idleness  of  the  relevant  means  of 
production.  This  idleness  lasts  until  the  output  again 
exceeds  the  productive  capacity,  or  until  our  curve  cuts 
across  the  dotted  line.  We  can  thus  make  a  graph  of 
periods  of  depression.  They  are  represented  on  our 
diagram  by  shaded  areas. 

The  diagram  gives  us  a  correct  and  concrete  idea  of 
the  nature  of  depressions.  A  depression  is  a  period  in 
which  the  demand  for  permanent  material  means  of  produc¬ 
tion  is  smaller  than  in  the  antecedent  high  conjuncture. 
“  Over-production  ”  is  not  essential  to  a  depression. 
It  is  enough  that  the  actual  production  is  less  than  is 
possible  with  the  existing  means  of  production.  The 
idle  part  of  the  productive  capacity  is  usually,  as  may  be 
seen  in  the  diagram,  only  a  small  percentage.  But  for 
the  owners  this  idleness  means  a  considerable  loss,  and 
it  is  increased  by  the  fact  that  competition  for  the  avail¬ 
able  employment  forces  down  prices.  The  workers 
also  are  to  a  certain  extent  bound  up  permanently  with 
production.  For  them  also  the  depression  means  a 
comparative  idleness,  or  unemployment  and  pressure 
on  wages.  Hence  the  slight  fall  of  the  curve  of  the  iron- 
output  is  enough,  as  this  output  represents  the  total 
production  of  fixed  capital,  to  cause  severe  disturbances 
of  the  whole  social  economy. 

A  glance  at  the  diagram  tells  us  that  the  periods  of 
depression  have  a  tendency  to  become  shorter.  This 
tendency  must  obviously  continue  as  long  as  the  curve  of 
the  iron-output  shows  the  same  upward  movement  as 
it  has  done  since  1870.  Naturally,  we  can  say  nothing 
about  the  shape  of  this  curve  in  the  future. 

As  the  production  of  fixed  capital  goes  on  continuously, 
the  community  is,  as  we  have  already  shown,  better 
provided  with  permanent  instruments  of  production  at 
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the  close  of  the  period  of  depression  than  at  the  begin¬ 
ning.  The  relative  idleness  of  the  means  of  production 
is,  therefore,  greater  than  it  would  seem  to  be  on  the 
lines  of  our  diagram.  But  as  soon  as  production  again 
reaches  the  height  it  had  in  the  antecedent  high  con¬ 
juncture,  any  depression  is,  as  experience  shows,  at  once 
ended,  and  the  social  economy  enters  upon  a  fresh  high 
conjuncture.  Hence  our  method  of  constructing  the 
period  of  depression  is  satisfactory. 

The  results  we  have  reached  in  this  section  bring  out 
clearly  the  meaning  of  the  permanence  of  the  means  of 
production  throughout  the  conjuncture-changes.  It  is 
often  asked:  Why  cannot  we  have  a  perfect  adjustment 
of  the  productive  forces  to  the  demand  ?  This  question 
is  sometimes  made  the  starting-point  of  a  criticism  of  the 
whole  modern  economic  system.  The  fact  is  overlooked 
that  the  permanent  instruments  of  production  must  be 
adapted  to  extreme  demands,  and  precisely  because  they 
are  permanent  they  must  be  in  excess  at  every  relaxation 
of  the  demand.  The  means  of  production  could  only 
be  fully  occupied  if  the  demand  for  them  never  abated. 

In  regard  to  the  effects  of  fluctuations  of  the  demand 
we  must  distinguish  between  those  permanent  instru¬ 
ments  of  production  which  work  directly  for  the  con¬ 
sumer  and  those  that  are  employed  in  producing  further 
means  of  production.  A  relaxation  of  the  demand  of 
consumers  means  a  corresponding  degree  of  idleness  for 
the  first  group  of  means  of  production,  but  possibly 
complete  idleness  for  the  means  of  production  of  the 
second  group,  as  there  are  already  more  than  enough 
of  the  first  group  available. 

To  bring  about  a  relative  unemployment  of  the  instru¬ 
ments  of  production  of  the  second  group  it  is  even  not 
necessary  that  there  should  be  a  decrease  in  the  demand 
for  consumable  goods  on  the  part  of  consumers.  If  we  sup  - 
pose  that  this  demand  continues  unaltered  for  some  time, 
the  making  of  further  means  of  production  of  the  first 
group  ceases,  and  those  of  the  second  group  have  nothing 
to  do,  except  in  so  far  as  they  are  required  for  repairs  or 
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to  replace  used-up  instruments  of  the  first  group.  The 
demand  on  the  part  of  consumers  need  not  even  become 
constant;  if  it  increases  only  a  little  more  slowly  than  is 
normal,  it  will  be  necessary  to  make  means  of  production 
of  the  first  group  in  smaller  quantities  than  usual,  and  the 
means  of  the  second  group  will  be  only  partially  employed. 

From  this  it  follows  that  the  production  of  permanent 
instruments  of  production  must  be,  on  the  whole,  much 
more  sensitive  to  fluctuations  of  the  demands  of  con¬ 
sumers  than  is  the  production  which  works  directly  for 
the  needs  of  consumers.  In  those  circumstances  it  is 
natural  that  the  production  of  fixed  capital  should  show 
more  pronounced  fluctuations  than  the  rest  of  produc¬ 
tion:  a  fact  we  have  already  ascertained  in  various  ways. 

How  much  the  employment  of  means  of  production 
of  the  higher  order  can  be  influenced  by  the  fluctuations 
of  the  demand  of  the  eventual  consumers  is  seen  par¬ 
ticularly  when  one  considers  those  permanent  means  of 
production  which  serve  a  very  special  purpose.  Take, 
for  instance,  the  English  shipyards.  The  vessels  they 
produce  are  permanent  means  of  production,  the  demand 
for  which  may  be  represented  by  the  extent  of  the 
freightage.  The  fluctuations  of  this  demand  need  not 
be  great  to  cause  enormous  fluctuations  in  the  degree 
of  employment  of  the  yards.  On  our  diagram  (Fig.  14) 
curve  A  represents  the  tonnage  (in  millions  of  tons)  of 
ships  entering  English  ports  annually,  and  therefore  gives 
us  an  idea  of  the  development  of  freightage.  Curve  B 
shows  (in  tens  of  thousands  of  tons)  the  total  tonnage  of 
new  ships  built  annually  in  the  English  yards.*  As  we 
see,  curve  A  needs  to  drop  only  a  very  little,  or  even  keep 
a  horizontal  direction  for  some  time,  to  provoke  a  fearful 
reaction  in  the  employment  of  the  yards. 

The  freightage  curve  must  be  regarded  as,  on  the 
whole,  very  even.  It  will  be  difficult  to  attain  greater 
regularity  in  this  and  similar  lines  of  development  in 

•  For  the  figures  of  this  diagram,  which  are  given  in  Table  X.  in  the 
Appendix,  see  Board  of  Trade  Statistical  Tables  and  Charts,  Cd.  4954, 
1909,  pp.  97  and  104. 
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any  near  future.  Yet  the  slight  deviations  from  the 
steady  proportional  rise  are  enough  to  cause  grave  dis¬ 
turbances  in  the  shipbuilding  industry.  There  seems, 


therefore,  to  be  little  prospect  of  attaining  a  perfectly 
regular  activity,  not  exposed  to  any  conjuncture- varia¬ 
tions,  in  the  sphere  of  the  capital-producing  industries. 


Fig.  14.. — Freightage  in  Millions  of  Tons  (A)  and  Ship-Building  in  10,000  Tons  (B) 

in  England. 
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THE  INFLUENCE  OF  CONJUNCTURES  UPON  THE 
FIXING  OF  PRICES,  INCOME,  AND  CAPITAL 

§  70.  The  Prices  of  Commodities. 

TURNING,  now,  from  the  concrete  processes  in  the 
sphere  of  production  to  the  process  of  exchange,  we 
have  first  to  consider  the  effect  of  conjunctures  upon 
the  fixing  of  prices.  In  this  we  must  at  first  confine 
ourselves  to  materials  and  consumable  goods,  the  prices  of 
which  are  precisely  the  prices  for  the  use  of  them.  We 
cannot  deal  with  the  settlement  of  the  prices  of  permanent 
goods  which  are  fixed  capital  until  a  later  stage,  as  this  is, 
as  we  have  seen,  a  complicated  phenomenon,  in  which  the 
price  of  capital-disposal,  or  the  rate  of  interest,  plays  a  part. 

The  commodities  we  have  to  study  here  fall  into  two 
main  groups:  materials  of  fixed  capital  and  other  com¬ 
modities.  Let  us  see  how  the  prices  of  goods  in  these 
two  groups  are  related  to  conjunctures.  For  three  of 
the  chief  materials — pig-iron,  bricks,  and  timber — the 
diagram  (Fig.  15)  shows  the  course  of  prices  since  1871 
according  to  the  English  statistics.* 

The  prices  are  calculated  in  percentages  of  the  price 
in  the  year  1900.  We  see  that  the  price-maxima  stand 
out  sharply,  and  that  in  general  they  coincide  with 
turning  years.  In  high  conjunctures  we  regularly  find 
a  rise  in  the  prices  of  the  materials  of  fixed  capital.  This 
phenomenon  is  generally  recognised,  and  can  be  observed 
in  every  country. 

But  it  is  not  enough  to  know  that  the  prices  of  the 
materials  of  fixed  capital  are  influenced  by  conjuncture- 
movements.  We  must  find  out  whether  the  prices  of 

*  The  figures  are  reproduced  in  Table  XI  in  the  Appendix.  Board 
of  Trade,  Cd.  4954,  1909,  pp.  184  and  190 
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other  commodities  depend  in  the  same  way  and  to  the 
same  extent  upon  conjunctures.  Unfortunately,  special 
index  figures  for  the  materials  of  fixed  capital  and  for 
other  commodities  have  not  yet  been  published;  which  is 


Fig.  15. — Index-Curves  of  the  Price  of  Pig-Iron  ( —  .  —  .  — ), 
Bricks  ( - ),  and  Timber  ( - ). 


regrettable  in  view  of  the  extreme  importance  of  this 
distinction.  However,  to  get  at  least  an  approximate 
answer  to  the  question,  we  can  break  up  the  Sauerbeck 
index  figures  in  such  a  way  as  to  keep  on  one  side  the 
figures  which  Sauerbeck  gives  for  his  group  “  minerals,” 
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and  on  the  other  side  the  figures  for  the  whole  of  the 
remainder  of  Sauerbeck’s  groups.  In  order  to  eliminate 
the  disturbing  influence  of  the  fluctuations  of  the  gold- 
output  we  will  divide  these  index  figures  by  our  figures 


Fig.  i 6. — Sauerbeck  Index  Figures  divided  by  the  Relative  Gold- 
Supply.  -  Minerals, - Other  Commodities. 

for  the  relative  quantity  of  gold.  The  index  figures  for 
minerals  and  other  commodities  which  we  reach  in  this 
way  are  the  basis  of  the  accompanying  diagram.*  The 

•  The  figures  are  given  in  Table  XII.  in  the  Appendix. 
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continuous  line  indicates  the  fluctuations  in  the  price  of 
minerals;  the  dotted  line  the  price  of  other  commodities. 
A  glance  at  the  diagram  shows  how  much  more  sharply 
the  conjuncture-movements  are  reflected  in  the  prices  of 
minerals  than  in  those  of  other  things.  The  rise  in  the 
prices  of  minerals  during  high  conjunctures  is  usually 
very  acute,  and  it  is  followed  after  the  crisis  by  just  as 
pronounced  a  reaction.  There  is  the  same  effect,  though 
in  an  essentially  less  degree,  for  other  commodities. 

The  fluctuations  in  the  prices  of  commodities  under 

the  influence  of  conjunctures  which  we  have  shown  in 

the  case  of  the  English  free-trade  market  should  be 

characteristic  of  the  world-market  as  a  whole.  We  should 

certainlv  find  the  same  results  if  we  were  to  make  a  similar 
✓ 

analysis  of  the  German  index  figures  of  prices. 

We  thus  find  that  even  in  the  sphere  of  the  fixing 
of  prices  conjuncture-movements  have  a  quite  special 
connection  with  the  production  of  fixed  capital.  This 
confirms  the  conclusion  we  reached  in  our  studies  of  the 
influence  of  conjunctures  upon  production  and  labour. 
But  we  can  draw  several  further  important  conclusions 
from  the  movement  of  prices  during  conjunctures. 

In  the  first  place  we  find  that  the  high  conjuncture 
causes  a  rise  of  prices  not  only  in  regard  to  the  materials 
of  fixed  capital,  but  also  in  regard  to  other  commodities. 
Thus  there  is  no  reduction  in  the  prices  of  other  things, 
as  one  might  expect,  to  set  off  against  the  increased  price 
of  the  materials  of  fixed  capital.  What  we  see  is,  not 
merely  a  relative  change  in  the  prices  of  different  com¬ 
modities,  but  a  general  advance  of  the  level  of  prices. 
This  is  not  due  to  the  fact  that  the  rise  in  the  prices  of 
the  materials  of  fixed  capital  outweighs  a  contrary  move¬ 
ment  in  the  prices  of  other  things;  in  fact,  the  group  of 
“  other  commodities  ”  shares,  though  to  a  much  slighter 
extent,  in  the  general  advance  of  prices.  This  general 
advance  cannot  be  attributed  to  changes  in  the  gold- 
supply,  since  it  is  still  plain  in  our  diagram,  in  which  we 
have  eliminated  the  influence  upon  prices  of  changes  in 
the  gold-supply.  We  must,  therefore,  conclude  that 
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conjunctures  have  a  special  influence  even  in  the  purely 
monetary  sphere.  *  . 

We  have  already  (§  55)  established  this  influence. 
During  a  high  conjuncture  there  is  a  rise,  not  only  of  the 
prices  of  commodities,  but  also  in  the  extent  of  the  real 
exchange,  and  so  a  considerable  rise  of  the  entire  volume  of 
payments.  This  increased  volume  of  payments  is  brought 
about  partly  by  an  acceleration  of  the  circulation  of  the 
existing  currency,  and  partly  by  an  increase  of  the  bank 
media  of  payment.  The  increase  of  the  rapidity  of 
circulation  of  the  means  of  payment  is  clearly  a  direct 
effect  of  the  general  increase  of  the  vitality  of  trade  which 
characterises  a  high  conjuncture.  On  the  other  hand, 
the  ampler  provision  of  means  of  payment  implies  a 
certain  co-operation  on  the  part  of  the  banks,  and  there¬ 
fore  depends  to  some  extent  on  the  conditions  of  this 
co-operation — namely,  the  rate-policy  of  the  banks. 
Thus  the  high  conjuncture  means,  not  only  a  relative 
change  in  the  prices  of  commodities  based  upon  the  condi¬ 
tion  of  the  commodity-market,  but  also  a  real  advance  of 
the  general  price-level,  which  can  only  be  explained  as 
the  outcome  of  a  relatively  ample  issue  of  means  of 
payment  by  the  banks. 

Secondly,  the  extraordinary  height  to  which  the  prices 
of  the  materials  of  fixed  capital  generally  rise  in  high 
conjunctures  is  a  proof  of  an  intensive  scarcity  of  these 
materials.  Although  they  are  produced  in  much  larger 
quantities,  the  demand  for  them  can  only  be  satisfied 
if  it  is  restricted  by  extremely  high  prices.  Hence 
the  greatly  increased  production  of  materials  of  fixed 
capital  during  a  high  conjuncture  does  not  mean  over¬ 
production.  On  the  contrary,  there  is  at  such  times  a 
real,  not  speculative,  demand  for  these  materials  of  fixed 
capital,  which  proceeds  from  the  very  men  who  create 
the  fixed  capital  itself.  During  a  typical  high  con¬ 
juncture  this  demand  is  so  much  in  excess  of  the  supply 
that  the  market  has  to  be  adjusted  by  a  rise  of  prices.  We 
can  learn  this  fact  from  the  market-returns  during  any  high 
conjuncture:  scarcity  of  materials  puts  an  impediment  in 
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the  way  of  a  further  rise  in  the  production  of  fixed 
capital. 

Thirdly,  during  high  conjunctures  there  must  be  a 
certain  scarcity  of  those  means  of  production  which  are 
used  in  manufacturing  the  materials  of  fixed  capital. 
When  the  prices  of  these  materials  rise  as  much  as  they 
actually  do,  we  may  be  sure  that  the  producers  will 
utilise  the  whole  of  their  powers  to  make  the  most  of  the 
opportunity  offered  by  the  conjuncture.  If,  nevertheless, 
the  market  is  insufficiently  supplied  for  some  time,  the 
explanation  is  that  the  means  of  production  are  strained 
to  the  limit.  This  applies  both  to  the  workers  and  the 
permanent  means  of  production.  As  regards  the  workers, 
we  have  already  shown  that  during  high  conjunctures 
there  is  a  scarcity  of  workers  in  the  industries  we  are 
considering,  and  this  can  only  partly  be  met  by  working 
overtime.  That  the  permanent  material  means  of  pro¬ 
duction  are  utilised  to  the  full  we  have  shown  particularly 
in  the  case  of  the  transport  system.  But  the  sustained 
high  prices  of  products  in  these  industries  is  the  best 
proof  that  their  productive  capacity  is  fully  employed. 
Hence  during  a  high  conjuncture  there  are  no  more 
workers  or  permanent  material  means  of  production  than 
are  needed  for  the  output  of  that  quantity  of  materials 
of  fixed  capital  for  which  there  is  an  effective  demand. 

This  is  particularly  true  of  the  pig-iron  output.  With 
the  existing  furnaces,  pits,  means  of  transport,  etc.,  more 
pig-iron  cannot  be  produced  during  a  high  conjuncture 
than  is  actually  produced.  The  sharp  points  of  the  curve 
on  our  diagram  (Fig.  13)  indicate  the  extreme  production 
that  is  possible  with  the  existing  permanent  material 
means  of  production.  This  productive  capacity  that  is 
reached  at  the  height  of  a  conjuncture  remains  during 
the  subsequent  depression,  and  is  the  standard  by  which 
the  actual  production  must  be  judged  if  we  wish  to  have 
an  idea  of  the  curtailment  of  employment  during  the 
depression. 

In  order  to  determine  more  closely  the  times  of  the 
movements  of  prices  during  the  period  of  a  conjuncture 
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we  may  make  use  of  the  monthly  index  figures  of  the 
prices  of  commodities  in  Germany.*  For  the  group 
“  Metals  ”  the  index  figure  rose  from  132-83  in  February 
1906  to  a  maximum  of  163-35  in  January  1907,  to  fall 
again  to  a  minimum  of  119-31  in  July  1908.  This  fall 
in  prices  did  not  proceed  steadily.  In  the  first  of  the 
three  half-years,  or  until  July  1907,  the  fall  was  only 
8-26;  in  the  second  it  was  29-88,  and  in  the  third  5-90. 
The  main  part  of  the  fall  in  prices  was,  therefore,  in  the 
second  half  of  1907,  and  it  was  a  little  more  severe  in  the 
fourth  quarter  of  the  year.  The  lowest  figure  for  1906, 
that  quoted  for  February,  was  not  further  reduced  until 
December  1907.  Thus  the  reaction  from  the  highest 
prices  of  the  high  conjuncture  began  some  time  before  the 
crisis  (October  1907),  but  the  advance  in  prices  of  the 
high  conjuncture  proper  was  not  neutralised  until  after 
the  crisis,  and  the  fall  below  the  initial  figures  of  1906 
only  began  in  December  1907.  In  the  same  way  the 
index  figure  reached  a  maximum  in  October  1912  of 
166-27,  whereas  the  high  conjuncture  of  that  time  ex¬ 
tended  to  the  autumn  of  1913,  when  the  fall  in  prices  also 
took  place  for  the  greater  part  (September  154-20  to 
December  137-05). 

The  total  index  figure  rises  from  109-33  in  February 
1906  to  122-40  in  July  1907,  then  falls  to  107-79 
December  1908.  From  that  point  it  again  rises  to  a 
maximum  of  132-54  in  May  1912.  We  see  how  much 
more  the  prices  of  metals  are  affected  by  the  conjuncture- 
movements  than  the  total  index  figures  are. 

The  same  may  be  said  in  regard  to  the  United  States. 
The  monthly  average  price  of  Bessemer  pig-iron  at  Pitts¬ 
burg!  rose  from  a  minimum  of  18-10  in  May  1906  to  a 
maximum  of  24-27  in  June  1907,  and  then  fell  to  a  mini¬ 
mum  of  1 5-7 1  in  October  1908.  It  is  very  remarkable 
that  the  acute  crisis  of  the  autumn  of  1907  sent  down 
the  price  of  pig-iron  to  only  19-34  (December  1907); 
this  price  had  not  been  reached  at  all  in  the  first  half  of 
1906,  and  was  not  exceeded  until  the  high  conjuncture 

•  Pohle,  Monatliche  Ubersichten.  t  Same  authority. 
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of  September  1906.  The  next  high  conjuncture  raised 
the  price  again  to  a  maximum  of  18-15,  which  had  been 
reached  in  December  1912. 

We  map,  therefore,  sap,  as  a  general  result,  that  high, 
or  at  least  good,  prices  for  the  materials  of  fixed  capital 
are  paid  until  the  last  moment  of  the  high  conjuncture, 
and  sometimes  a  little  longer.  But  the  reaction  in  these 
prices  usuallp  takes  place  a  considerable  time  before  the 
crisis,  and  map  be  taken  as  a  sure  sign  of  the  approach¬ 
ing  end  of  the  high  conjuncture.  These  prices  only 
reach  their  minimum  in  the  course  of  the  period  of  de¬ 
pression.  After  this  minimum  there  is  a  more  or  less 
steadp  upward  movement,  and  a  new  maximum  is 
reached  a  few  months  before  the  next  crisis. 

§  7 1.  Wages. 

The  average  shift-wage  of  a  coal-hewer  in  the  Dort¬ 
mund  district  has  varied  as  follows  since  1872,  taking  onlp 


the  maxima 

and 

minima  :* 

1872 

..  4-50 

1893  .. 

••  37i 

1873 

. .  5-00 

1900  . . 

..  5-16 

1879 

..  2-55 

1902  . . 

•  •  4*57 

1883 

••  3*iS 

1907  .. 

..  5-98 

1886 

. .  2*92 

1909  .. 

••  573 

1891 

•  • 

. .  4-08 

The  dependence  of  this  wage  upon  conjunctures  is  verp 
pronounced.  The  highest  wages  are  paid,  as  a  rule,  in 
turning  pears,  though  in  some  pears,  as  in  1883  and  1891, 
there  is  a  certain  delap  in  this  respect.  In  order  to  fix 
more  closelp  the  times  of  the  changes  in  wages  we  map 
quote  the  following  data  as  to  the  average  shift-pap  of  the 
whole  of  the  miners  in  the  mining  district  of  Dortmund 
(the  figures  indicating  the  number  of  pfennige  above  the 
sum  of  four  marks)  :f 

•  Pohle,  Bevolkerungsbewegung,  Kapitalbildung,  uni  periodische  W irt- 
schaftskrisen  (1902),  p.  70.  The  latest  figures  are  from  the  Reichsarbeits- 
blatt. 

t  Pohle,  Monatliche  Ubersichten. 
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Tear. 

Quarter. 

Pfennige. 

Tear. 

Quarter. 

Pfennige. 

1906: 

1st 

1 7 

1909: 

1st 

56 

2nd 

26 

2nd 

45 

3rd 

43 

3rd 

48 

4  th 

59 

4th 

48 

1907: 

1st 

70 

1910: 

1st 

48 

2nd 

81 

2nd 

51 

3rd 

94 

3rd 

57 

4  th 

99 

4th 

61 

1908: 

1st 

87 

1911 : 

1st 

64 

2nd 

82 

2nd 

66 

3rd 

82 

3rd 

72 

4th 

76 

4th 

75 

The  highest  figure,  4-99  marks,  was  reached  in  the  fourth 
quarter  of  1907,  and  there  was  no  marked  reaction  until 
1910. 

Thus  wages  seem  to  have  a  certain  capacity  of  resisting 
the  effects  of  a  declining  conjuncture.  Statistics  of  shift- 
pay,  however,  do  not  give  us  an  accurate  idea  of  the  real 
wage  of  labour.  We  know  that  the  number  of  shifts  worked 
by  a  man  changes  a  good  deal  during  conjunctures,  and 
we  must,  therefore,  suppose  that  the  real  average  wage 
of  labour  goes  down  during  the  decline  of  the  conjunc¬ 
ture  more  rapidly  than  is  suggested  by  the  figures  of 
time- pay. 

For  Belgium  Mahaim  has  worked  out  index  figures 
of  wages  by  dividing  the  total  amount  of  wages  paid  in  a 
year  by  the  number  of  workers.*  For  the  Belgian 
miners  he  has  established  the  following  fluctuations,  again 
giving  only  the  maxima  and  minima: 

1883  ..  ..  84  1893  ..  ..  74 

1886  ..  ..  65  1900  ..  ..  118 

1890  ..  ..  93 

The  fluctuations  of  the  yearly  wage  are  seen  very  clearly 
in  these  figures,  which  apply  to  from  103,000  to  135,000 

*  Journal  of  the  Royal  Statistical  Society,  1904. 
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workers.  For  the  8,000  to  10,000  employees  of  the 
Cockerill  works  the  wage  varied  as  follows : 

1883  ..  ..  86  1894  ..  ..  85 

1885  ..  ..  74  1901  ..  ..  114 

1890  ..  ..  93 

The  British  Board  of  Trade  publishes  index  figures  of 
the  wage  in  some  of  the  chief  industries  (coal,  building, 
engineering,  and  textile  industries).  These  index  figures, 
which  seem  to  be  based  mainly  upon  wage-rates  recognised 
by  the  Unions,  show  the  following  maxima  and  minima 


since  1871  :* 

1874  .. 

..  91-36 

1895  .. 

88-23 

1879  .. 

..  8i-io 

1900  .. 

..  100-00 

1882  .. 

. .  84-41 

1904  . . 

..  95-56 

1886  .. 

..  8i-I2 

1907  . . 

..  101-79 

1891  .. 

..  91-13 

1909  .. 

. .  99-41 

We  see  that  the  highest  wages  again  occur  in  the 
turning  years,  though  the  year  1891  shows  some  delay, 
such  as  we  noticed  in  the  case  of  the  German  miners. 

The  Board  of  Trade  also  publishes  continuous  statistics 
of  the  increase  of  the  total  sum  paid  in  weekly  wages  in 
various  trades  due  to  changes  in  wages.  The  following 


figures  (in  thousands  of  pounds)  show 
or  decrease  (-)  :f 

the  increase  (-f) 

1894  .. 

-  45 

1902  . . 

--  -  73 

1895  .. 

-  28 

1903  . . 

--  -  38 

1896  .. 

+  27 

1904  .. 

••  -  39 

1897  .. 

+  32 

1905  .. 

-  2 

1898  .. 

+  81 

1906  . . 

..  +  58 

1899  .. 

+  91 

1907  .. 

..  +201 

1900  . . 

+  209 

1908  .. 

..  -  59 

1901  .. 

-  77 

1909  .. 

..  -  69 

From  the  very  careful  inquiries  of  Bowley  and  Wood 
as  to  English  wages  we  borrow  the  following  results. 
The  average  wage  in  the  shipbuilding  and  engineering 

*  Board  of  Trade,  “  British  and  Foreign  Trade  and  Industry,’11  Cd. 
4954,  1909,  p.  212  ( Fourteenth  Abstract  of  Labour  Statistics). 
t  Abstract  of  Labour  Statistics. 
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industries  shows  the  following  maxima  and  minima  (index 
figures,  the  year  1900  being  taken  as  100)  since  1850:* 


1850  .. 

..  68 

1882  .. 

..  88 

1854  .. 

..  76 

1886  .. 

..  84 

i860  .. 

••  73 

1890  . . 

••  93 

1866  .. 

..  79 

1893  .. 

..  91 

1867  .. 

••  77 

1899  .. 

. .  100 

1877  .. 

..  88 

1903  .. 

..  99 

1879  .. 

•  •  83 

The  index  figures  of  the  average  wage  in  the  cotton 
industry  show  the  following  fluctuations  since  1863  :f 


1863  .. 

. .  62 

1884  .. 

..  85^ 

1868  .. 

..  74 

1886  .. 

..  834 

1869  . . 

••  7*$ 

1901  . . 

. .  ioof 

1877  .. 

..  88 

1903  . . 

..  99k 

1879  .. 

..  78J 

1906  . . 

..  1074 

Wages  in  the  cotton  trade  were  unaffected  by  the  de¬ 
pression  after  1891,  but  wages  in  the  shipbuilding  and 
engineering  industries  suffered  a  certain  reduction,  though 
not  very  large. 

We  need  not  quote  any  further  figures.  In  spite  of 
all  uncertainty — and  even  in  the  best  statistics  of  wages 
this  cannot  be  entirely  avoided — the  material  we  have 
given  for  the  short  space  of  a  conjuncture- period  must  give 
us  a  good  idea  of  the  tendency  of  the  level  of  wages.  It 
may  be  regarded  as  settled  that  the  high  conjuncture 
always  leads  to  a  rise  of  wages,  and  that  the  depression  is 
usually  accompanied  by  a  decline.  These  changes  apply, 
not  only  to  wages  in  the  capital- producing  industries,  but 
also,  though,  perhaps,  in  a  less  degree,  to  wages  in  other 
industries,  even,  as  the  official  English  statistics  show,  to 
agricultural  wages. 

A  comparison  of  various  trades  with  respect  to 
the  dependence  of  wages  upon  conjunctures  would  be 
difficult,  and  would  not  yield  results  of  any  importance 
for  our  purpose.  But  the  general  result  which  we  have 
reached  is  very  important  for  a  correct  apprehension  of 

*  Journal  of  the  Royal  Statistical  Society,  1906,  p.  185.  The  figures 
relate  to  the  whole  of  the  United  Kingdom. 

t  Journal  of  the  Royal  Statistical  Society,  1910,  p.  599. 
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the  nature  of  conjunctures.  Rising  wages  are  paid  only 
when  an  increasing  scarcity  of  labour  makes  it  necessary. 
VVe  may,  therefore,  conclude  from  the  statistics  of  wages 
that  during  a  high  conjuncture  there  is,  habitually,  an 
appreciable  scarcity  of  labour.  This  is  a  valuable  con¬ 
firmation  of  the  results  to  which  we  came  in  earlier 
sections  with  regard  to  supply  and  demand  of  labour. 

The  advance  of  wages  during  a  high  conjuncture  is, 
however,  in  itself  a  phenomenon  of  great  practical  import, 
with  considerable  influence  on  the  whole  complexion  of 
the  high  conjuncture.  This  advance  clearly  means  a 
generally  increased  purchasing  power  for  the  chief  classes 
of  articles  of  consumption  on  the  part  of  the  workers, 
and  it  is  thus  an  important  factor  in  shaping  the  produc¬ 
tion  and  pricing  of  these  goods. 

The  question  whether  real  wages  do  or  do  not  rise 
during  a  high  conjuncture  has  often  been  discussed.  We 
cannot  give  a  general  answer,  as  the  phenomenon  depends 
upon  which  of  the  tendencies  at  work  get  the  upper  hand. 
With  the  aid  of  statistical  figures  we  can  give  examples 
of  every  conceivable  connection  between  advance  and  fall 
of  wages  on  the  one  hand,  and  advance  and  fall  of  prices 
on  the  other.  In  the  circumstances  we  may  dispense 
with  any  closer  study  of  the  fluctuations  of  real  wages. 

§  72.  Income. 

The  study  of  the  influence  of  conjunctures  upon  the 
national  income  is,  naturally,  a  very  important  aspect  of 
our  subject  from  the  practical  standpoint,  but  it  also 
affords  an  opportunity  for  observations  of  some  theoretical 
importance.  In  order,  however,  to  illumine  the  problem 
from  every  point  of  view,  we  must  not  be  content  with  a 
survey  of  the  fluctuations  of  the  national  income  as  a 
whole;  the  various  main  parts  of  this  income  must  be 
considered  separately. 

The  material  we  have  to  use  in  such  an  inquiry  are 
the  statistics  of  income  tax  as  well  as  of  wages.  As  the 
income  of  any  year  is  in  practice  generally  taxed  only  in 
the  following  year,  we  will,  for  the  purpose  in  hand,  take 

16 


11 
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as  the  income  of  a  year  that  which  is  given  in  the  income- 
tax  statistics  of  the  following  year.  This  procedure  is 
not  entirely  beyond  challenge,  but  it  will,  on  the  whole, 
give  us  the  best  idea  of  the  facts. 

In  England,  where  the  working  class  is  not  generally 
subject  to  income  tax,  the  statistics  inform  us  only  about 
the  income  of  the  middle  and  upper  classes.  For  the 
simultaneous  fluctuations  of  the  income  of  the  workers 
we  have  to  consult  the  statistics  of  wages.  The  gross 


amount  of  income 
wards,  as  follows:* 

subject  to 

tax  varied, 

from  1870 

1870  .. 

482 

1893  .. 

. .  694  min. 

1874  .. 

579  max. 

1899  .. 

..  868 

1875  .. 

570  min. 

1900  . . 

. .  902 

1883  .. 

631  max. 

1901  .. 

..  915 

1884  ... 

629  min. 

1902  .. 

. .  938 

1891  .. 

718  max. 

1905  . . 

..  979 

We  see  that  the  maxima  of 

income  coincide  with 

apices  of  the  high  conjunctures,  though  they  are  generally 
a  little  retarded.  The  decline  during  a  depression  is  in 
every  case  very  small,  and  amounts  at  the  most  to  about 
3  per  cent.  (1891-93).  After  the  high  conjuncture  of 
1900  there  was  no  reaction,  but  merely  a  retardation  of 
the  upward  movement. 

The  influence  of  conjunctures  upon  the  group  of 
incomes  which  the  English  Commissioners  put  under 
schedule  D  is  more  pronounced.  The  variations  are  as 
follows  :f 


1870  .. 

. .  203 

1893  .. 

. .  341  min. 

1874  •• 

. .  272  max. 

1899  .. 

..  466 

1875  .. 

..  257 

1900  . . 

..  488 

1878  .. 

. .  250  min. 

1901  .. 

..  492 

1883  .. 

. .  293  max. 

1902  .. 

. .  502 

1885  .. 

..  286  min. 

1907  . . 

. .  566  max. 

1890  .. 

. .  369  max. 

1908  . . 

••  559 

1891  .. 

••  367 

In  the  year  1891  a  small  new  group  of  incomes  was  brought 
under  schedule  D,  though  this  did  not  prevent  the  income 
*  Board  of  T rade,  Cd.  4954,  1 909,  p .  1 36. 

t  From  the  same  source.  The  figures  for  1907  and  1908  are  taken 
from  the  Statistical  Abstract. 
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given  from  falling.  The  real  decline  from  1890  to  1893 
is,  therefore,  rather  larger  than  is  shown  in  the  figures. 
We  find  that  the  decline  in  D  incomes,  reckoned  in 
percentages,  is  much  larger  than  that  of  the  total  income — 
in  fact,  many  times  larger.  Schedule  D  does  not  mean  a 
uniform  group  of  incomes,  but  includes  certain  salaries 
and  dividends,  though  business  income  should  be  the 
nucleus  of  it.  In  an y  case,  one  map  conclude  from  the 
available  material  that  the  business  income  is  much  more 
deeply  affected  bp  conjunctures  than  other  classes  of 
income.  When  we  consider  the  various  types  of  business 
income  that  are  separately  mentioned  in  the  statistics 
by  far  the  largest  fluctuations  are  found,  characteristically 
enough,  in  incomes  from  iron-works,  which  have  varied 
as  follows  (in  thousands  of  pounds):* 


1890  .. 
1892  .. 

1900  .. 


. .  2,979 

..  1,832 

. .  6,600 


1904  . . 

1907  . . 

1909  .. 


. .  2,684 

...  S,ioi 
••  3,233 


For  Prussia  the  table  on  p.  586,  based  upon  the  sta¬ 
tistics  of  income  tax,  shows  both  incomes  from  900  to 
3,000  marks  and  incomes  of  more  than  3,000  marks, 
classified  according  to  the  sources  of  income  (figures 
in  millions  of  marks). 

The  income  from  business,  given  under  “  Commerce, 
Trade,  and  Mines  ”  declined  from  1891  to  1893,  as  we 
see,  and  only  rose  above  its  former  height  in  1895.  It 
then  increased  rapidly  during  the  high  conjuncture  of 
1900,  sank  considerably  for  three  years  in  the  subsequent 
depression,  advanced  again  rapidly  during  the  high  con¬ 
juncture  of  1907,  and  went  back  a  little  once  more  in  the 
year  1908.  The  advance  in  the  years  1896-9  amounted 
regularly  to  about  a  hundred  million  marks,  or  from  8  to 
10  per  cent.,  but  there  was  a  decline  in  1900.  In  1905 
and  1906  again  there  was  an  appreciable  increase  of 
business  income,  but  it  was  much  reduced  in  1907.  Thus 
the  maxima  of  the  business  income  occur  in  the  turning 
years,  though  the  largest  rise  is  in  the  earlier  years  of  the 


•  Statistical  Abstract. 
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Incomes  brought  Under  Notice  for  Income  Tax  in  Prussia 
(in  Millions  of  Marks) 


Tear. 

Income  from 
900  to  3,000 
Marks. 

Incomes  over  3,000  Marks. 

From 

Investments. 

From 

Land. 

From  Com¬ 
merce,  Trade, 
and  Mines. 

From 

Occupation. 

1891 

2,912 

892 

755 

982 

594 

1892 

2,969 

887 

746 

960 

615 

1893 

3,02  7 

888 

742 

954 

633 

1894 

3,134 

904 

739 

963 

660 

1895 

3,197 

912 

855 

1,019 

685 

1896 

3,318 

943 

785 

1,106 

729 

1897 

3,472 

996 

816 

1,206 

818 

1898 

3,685 

1,081 

867 

1,304 

892 

1899 

4,011 

i,i4r 

921 

i,4l8 

964 

1900 

4,328 

1,208 

968 

i,497 

1,037 

1901 

4,460 

1,237 

99  6 

i,475 

1,084 

1902 

4,616 

1,243 

1,007 

r>424 

1,132 

1903 

4,895 

1,300 

1,049 

i,439 

1,189 

1904 

5,209 

1,380 

1,109 

1,507 

1,261 

1905 

5,551 

i,473 

1,171 

1,623 

i,354 

1906 

6,592 

1,610 

1,185 

i,744 

1,500 

1907 

7,344 

1,702 

1,233 

i,833 

1,622 

1908 

7,642 

i,73i 

1,269 

1,809 

i,732 

1909 

7,676 

i,797 

i,348 

1,859 

2,052 

I9IO 

8,078 

i,9i5 

1,426 

1,946 

2,205 

high  conjuncture.  The  other  classes  of  income  show  no 
decline  in  the  depressions  after  1907  and  1910.  In  the 
depression  after  1891  income  from  capital  suffered  a 
slight  reaction,  and  income  from  land  a  rather  greater 
reduction,  though  this  was  due  to  the  particularly  bad 
state  of  agriculture  at  the  time.  Hence  the  influence  of 
conjunctures  is  by  a  long  way  greatest  in  the  case  of 
business  income.  In  the  other  classes  of  income  the 
depressions  appear  only  in  a  modification  of  the  upward 
movement. 

The  income-tax  statistics  of  Saxony,  which  have  the 
great  advantage  of  including  incomes  down  to  400  marks. 
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show  the  following  development  in  the  various  classes 
of  income:* 


Results  of  the  Assessments  for  Income  Tax  in  Saxony  (in 
Millions  of  Marks). 


Tear. 

Landed 

Proferty. 

Rents. 

Salaries 

and 

W  ages. 

Commerce 

and 

Business. 

Total 

Income. 

1877  .. 

214 

109 

334 

357 

1,014 

1878  .. 

218 

112 

365 

350 

1,045 

1879  .. 

222 

116 

380 

353 

1,071 

1880  . . 

225 

123 

403 

360 

1, hi 

1881  .. 

229 

129 

422 

371 

1,151 

1882  . . 

233 

135 

450 

378 

1,196 

1883  .. 

233 

142 

465 

395 

1,236 

1884  . . 

237 

I5i 

492 

408 

1,288 

1885  .. 

241 

158 

521 

418 

T337 

1886  .. 

242 

162 

552 

430 

1,387 

1887  .. 

247 

168 

584 

444 

i,443 

1888  .. 

255 

178 

619 

468 

i,5i9 

1889  . . 

263 

187 

665 

496 

1,61 1 

1890  . . 

271 

200 

701 

5i7 

1,689 

1891  .. 

2  77 

205 

7H 

516 

i,7i3 

1892  . . 

283 

214 

738 

521 

1,756 

1893  .. 

287 

220 

771 

528 

1,806 

1894  •• 

289 

229 

800  ' 

54i 

1,860 

1895  .. 

293 

237 

851 

562 

i,943 

1896  . . 

300 

250 

9X3 

596 

2,059 

1897  .. 

307 

263 

972 

626 

2,168 

1898  . . 

3i8 

276 

1,041 

653 

2,288 

1899  .. 

329 

289 

1,103 

682 

2,403 

1900  . . 

337 

291 

1,144 

693 

2,465 

1901  .. 

343 

300 

1,158 

700 

2,502 

1902  . . 

349 

304 

1,182 

712 

2,548 

1903  .. 

356 

303 

1,234 

703 

2,597 

1904  .. 

365 

307 

1,283 

720 

2,675 

1905  . . 

373 

321 

1,338 

738 

2,770 

1906  . . 

380 

333 

i,4l6 

775 

2,904 

1907  .. 

388 

348 

i,5i5 

813 

3,064 

1908  . . 

401 

364 

i,5  77 

846 

3,188 

1909  .. 

4*3 

379 

1,644 

873 

3,309 

Jahrbuch  fur  das  Konigreich  Sachsen. 


588  CONJUNCTURES  AND  FIXING  OF  PRICES 

The  total  income  in  the  kingdom  of  Saxony  has  not,  as  one 
sees,  been  subject  to  any  reaction,  but  the  income  from 
business  and  trade  was  reduced  in  1891  and  1903.  There 
was  a  corresponding  reduction  in  the  other  classes  only 
as  regards  rent,  in  the  year  1902,  and  it  was  slight.  The 
income  from  landed  property  and  from  salaries  and  wages 
rose  even  during  depressions,  though  more  slowly. 
During  the  high  conjuncture  which  culminated  in  1900 
the  greatest  rise  of  business-income  was  in  1896-9.  The 
advance  in  the  following  years  was  comparatively  slow, 
and  it  was  entirely  suspended  in  1903. 

The  figures  for  Sweden  are  very  characteristic.  From 
the  assessments  for  the  old  income  tax,  agriculture,  landed 
and  house  property,  and  all  incomes  below  500  kronor 
(about  £2 7  1  os.),  are  omitted.  Hence  in  the  case  of 
business-incomes,  not  including  agricultural  revenue,  5  per 
cent,  of  their  capital  value  is  taken  off  as  profit  on  the  land 
and  buildings  in  which  the  business  is  conducted.  Here 
the  increase  or  decrease  (-)  of  business,  salary,  and  wage 
income  is  given  (in  millions  of  kronor)  as  compared  with 
the  previous  year: 


Increase  and  Decrease  (-)  of  Income  assessed  for  Income  Tax 

in  Sweden. 


Tear. 

Service 
( Including 
Pensions). 

Business 

and 

Professions. 

Tear. 

Service 
(. Including 
Pensions). 

Business 

and 

Professions. 

1883 

0-3 

-  0-9 

i89  7 

20-4 

41-0 

1884 

6*2 

97 

1898 

267 

27-9 

1885 

3-9 

-  77 

1899 

21-5 

32-0 

1886 

3-6 

17 

1900 

297 

15-9 

1887 

27 

3.0 

1901 

I5‘I 

-15-0 

1888 

2-8 

23-1 

1902 

43-i 

n-3 

1889 

57 

24'4 

1903 

347 

27-5 

1890 

77 

-  1*0 

I9°4 

26-3 

20-2 

1891 

7-0 

-  o-8 

1905 

29-5 

40-I 

1892 

13-3 

-  7-8 

1906 

48-2 

737 

1893 

77 

8-8 

1907 

123-1 

-317 

1894 

6-6 

10-5 

1908 

56*8 

-37-9 

1895 

10-4 

20-1 

I9°9 

10-4 

-22-1 

1896 

127 

29-3 

THE  RISE  OF  WAGES  589 

The  large  increases  in  income  from  wages  in  1902  and 
1907  are  partly  due  to  the  introduction  and  the  extension 
of  self-assessment.  This  is  also  true  to  some  extent  of 
the  advance  of  business-income  in  1902. 

We  thus  find  that,  while  business-income  shows  a 
reaction  in  every  depression,  wage-income  has  risen 
steadily.  The  chief  increases  in  business-income  alwavs 
fall  in  the  early  years  of  a  period  of  advance.  In  the 
high  conjuncture  proper  the  increase  of  business-income 
is  already  much  less.  In  the  turning  years  themselves 
there  is  a  decrease,  or  at  least  a  considerable  reduction 
of  the  upward  tendency.  The  increase  of  the  income  of 
labour  is  always  much  smaller  in  the  period  of  the  begin¬ 
ning  of  the  advance  than  the  increase  in  the  income  of 
the  employers,  and  it  reaches  its  highest  point  in  the  high 
conjuncture  proper.  In  the  turning  years  and  the 
subsequent  depressions  the  income  of  labour  shows  a 
steady  rise.  There  are,  therefore,  differences  between  the 
income  of  the  employers  and  the  income  of  the  workers, 
in  favour  of  the  former  in  the  earlier  years  of  the  advance 
of  trade  and  in  favour  of  the  latter  during  the  actual 
high  conjuncture  and,  perhaps,  still  more  in  depressions. 

The  comparatively  steady  rise  of  wages  which  we  have 
been  able  to  show,  especially  in  the  case  of  Saxony  and 
Sweden,  where  the  assessment  includes  the  large  class  of 
industrial  workers,  is  a  phenomenon  of  great  significance, 
and  probably  fairly  general.  Together  with  the  income 
from  landed  property,  which  also  increases  comparatively 
steadily,  the  income  from  wages  represents  a  burden  upon 
business  enterprise  which,  if  it  continues  to  increase  in 
bad  times,  must  bring  down  the  profits  of  employers. 
The  opening  stage  of  a  high  conjuncture  is  particularly 
favourable  for  profit  on  business  enterprises.  It  then 
usually  rises  very  quickly.  But  this  upward  move¬ 
ment  is  presently  checked,  partly  by  the  large  increase 
of  wages.  As  soon  as  the  increase  of  the  profits 
of  employers  begins  to  moderate  its  pace,  or  disappears, 
the  turning  point  of  the  conjuncture  is  near.  It  is 
obvious  that  the  profits  of  employers  must  form  a  larger 
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part  of  the  total  national  income  at  the  commencement 
of  a  high  conjuncture  than  at  the  time  when  the  conjunc¬ 
ture  reaches  its  highest  point  or,  especially,  in  the 
depression,  when  the  income  of  employers  and  the 
general  income  of  the  community  are  subject  to  opposite 
developments. 

Our  studies  of  the  real  processes  of  production  led 
us  to  distinguish  only  between  advancing  and  falling 
periods.  A  closer  analysis  of  the  fixing  of  prices  and 
income  makes  it  necessary,  as  we  now  see,  to  divide  the 
former  period  into  two  sections,  the  first  of  which  we  may 
call  the  period  of  the  beginning  of  the  advance ,  the  second 
the  high  conjuncture  proper  in  the  narrower  meaning  of  the 
term. 

§  73.  Consumption. 

The  increased  production  of  fixed  capital  which 
characterises  the  high  conjuncture  requires,  as  we  saw, 
an  increase  in  the  number  of  workers,  and  usually  an 
extension  of  hours.  The  new  workers  come  from  the 
ranks  of  the  unemployed,  the  youths  who  have  not  yet 
been  employed,  or  the  agricultural  population.  In  each 
case  the  introduction  of  new  workers  and  the  extension 
of  hours  mean  the  creation  of  new  income.  This  income 
represents  an  additional  purchasing  power;  and  as  it  is 
consumed  for  the  far  greater  part,  the  new  income  means 
new  demands  upon  the  industries  which  supply  the  needs 
of  the  workers.  To  some  extent  these  industries  also  are 
capital-producing — that  is  to  say,  in  so  far  as  there  is 
question  of  building  new  houses  for  the  workers.  We 
have,  further,  to  consider  here  the  industries  which  work 
for  mass  consumption.  As  there  is  an  increased  activity 
in  all  these  industries  on  account  of  the  greater  demand, 
new  workers  are  needed  and  longer  hours  must  be  worked. 
The  constantly  increasing  demand  for  workers,  both 
for  the  capital-producing  industries  and  those  which 
produce  articles  for  mass  consumption,  gradually  forces 
wages  up,  and  consequently  the  purchasing  power  of  the 
working  class. 
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This  intensification  of  industrial  activity  is  especially 
favourable  to  the  textile  industry.  The  worker’s  demand 
for  clothing  is  particularly  elastic.  In  bad  times  he  has 
to  be  content  to  meet  his  need  of  food  and  clothing  as  well 
as  he  can.  Clothes  must  be  worn  as  long  as  possible. 
Hence  the  demand  for  clothing  is  so  much  greater  at  the 
commencement  of  the  high  conjuncture,  and  the  textile 
industry  enjoys  a  brisk  demand.  We  have  already  shown 
that  the  textile  industry  is  especially  sensitive,  amongst 
the  industries  which  are  not  capital-producing,  to  the 
great  conjuncture-fluctuations.  We  see  this  in  the  figures 
of  Guild  insured  textile  workers  in  Germany  and  in  the 
production  of  cotton  yarn  in  England. 

The  intensification  of  industrial  activity  which  starts 
with  the  capital-producing  industries  spreads  to  further 
and  further  circles,  though,  as  a  rule,  in  a  less  degree. 
This  raises  the  monetary  income  of  other  sections  of  the 
population  as  well  as  of  the  working  class.  That  is  why  the 
high  conjuncture  has  so  deep  a  significance  for  the  whole 
community. 

The  increased  production  of  goods  for  consumption 
that  demonstrably  takes  place  during  a  high  conjuncture 
is,  naturally,  consumed.  Here  we  have  a  proof  that  con¬ 
sumption  really  increases  during  a  high  conjuncture. 
Production  is  now,  as  we  can  statistically  determine, 
mainly  a  production  of  mass  articles.  As  there  is  no 
doubt  that  industrial  production  to  meet  the  needs  of  the 
masses  increases  considerably  during  every  high  conjunc¬ 
ture,  we  must  conclude  that  the  total  real  income  of  the 
working  class  rises  proportionately  during  the  high 
conjuncture. 

The  increased  purchasing  power  of  the  working  class 
enables  it  to  buy  a  larger  quantity  of  goods.  But  the 
increase  of  purchasing  power  involves  higher  prices  for 
these  goods.  It  follows  that  the  real  income  of  the 
workers  does  not  increase  in  the  same  proportion  as  their 
nominal  income. 

This  rise  of  prices  is  a  fact,  which  we  can  statistically 
prove  in  the  case  of  the  chief  industrial  articles  of  con- 
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sumption.  As  compared  with  the  advance  in  the  prices 
of  the  materials  of  fixed  capital,  however,  this  rise  is  a 
secondary  phenomenon  that  occurs,  relatively,  only  in  a 
slighter  measure.  We  already  know,  especially  from  the 
diagram  (Fig.  16),  that  this  is  the  case. 

After  what  we  have  said  we  ought  to  be  able  to  state 
confidently  that  the  total  real  income  of  the  workers 
increases  during  a  high  conjuncture.  But  this  is  mainly 
due  to  the  fact  that  new  workers  are  incorporated,  and 
these  were  previously  not  employed  at  all,  or  were 
earning  lower  incomes  in  agriculture.  In  regard  to  the 
development  of  the  real  income  of  the  individual  workers 
who  were  already  employed  in  the  industry,  it  is,  as  we 
said  before  (§  71),  not  possible  to  give  a  general  verdict. 

The  contents  of  this  section  apply  only  to  industrial 
production.  It  is  true  that  we  find  the  same  tendencies 
in  the  sphere  of  agricultural  production,  but  they  are 
modified  by  the  accidents  of  agricultural  life,  and  therefore 
can  rarely  be  clearly  realised.  The  advance  of  prices 
that  ought  naturally  to  take  place  in  regard  to  agricultural 
products  during  a  high  conjuncture  may  be  neutralised 
by  good  harvests,  or  even  turned  into  a  fall  of  prices.  On 
the  other  hand,  the  prices  of  agricultural  products  may 
be  raised  so  much  by  bad  harvests  that  the  advance 
exceeds  the  simultaneous  increase  of  income  devoted  to 
consumption,  and  to  that  extent  the  real  income  of  the 
working  class  falls.  Hence  in  the  question  of  the  fluctua¬ 
tions  of  real  income  we  have  the  play  of  factors  which  lie 
outside  the  conjuncture-movements,  in  the  sense  in  which 
we  have  used  the  word.  The  theory  of  conjuncture- 
movements  cannot,  therefore,  supply  the  definitive 
answer  to  this  question. 

§  74.  The  Formation  of  Savings  Capital. 

The  total  sum  of  the  annual  savings  of  the  community 
can  hardly  be  determined  statistically.  A  great  part  of 
them  is  always  directly  connected  with  special  enterprises. 
Every  employer  must,  in  order  to  keep  his  works  up  to  date, 
set  aside  considerable  sums  out  of  his  income.  In  the  case 
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of  limited  companies  these  sums  in  part  form  “  secret 
reserves,”  the  amount  of  which  is  unknown.  In  agri¬ 
culture,  also,  large  sums,  which  cannot  be  given  in 
statistics,  are  taken  from  the  annual  income  for  improving 
the  land  and  similar  purposes.  This  direct  formation 
of  capital  by  employers  must,  on  the  whole,  be  very  con- 
considerable,  but  escapes  any  estimation  in  statistics  of 
capital-formation. 

The  savings  of  non- employing  private  individuals 
look  out  for  various  forms  of  productive  investment. 
A  large  part  is  always  invested  in  mortgages,  and  is  thus 
of  advantage  to  agriculture  and,  especially,  to  building. 
Another  part  is  entrusted  to  banks  of  all  kinds,  and  so 
indirectly  contributes  to  production.  A  third  part  seeks 
issues  of  shares  and  bonds.  As  to  the  latter  two  groups  of 
savings  there  are,  it  is  true,  certain  statistical  data 
published,  but  they  are  always  incomplete  and  unreliable. 
They  must,  especially,  not  be  used  as  a  measure  of  the 
total  savings,  as  we  never  know  what  the  ratio  of  bank 
deposits  and  securities  is  to  the  remaining  savings,  and 
we  may  confidently  assume  that  this  ratio  varies  con¬ 
siderably  in  different  countries  and  during  different 
conjunctures.  Bank- deposits  notoriously  vary  a  good 
deal,  and  play  quite  different  parts  in  different  countries. 
As  to  share-issues,  they  cannot  for  various  reasons  be 
taken  as  a  measure  of  the  real  formation  of  capital.  In 
this  respect  we  observe  only  that  a  large  part  of  the  share- 
capital  serves  to  cover  floating  debts  or  to  purchase 
existing  real  capital,  and  therefore  does  not  represent 
a  real  increase  of  the  capital  of  the  community.  Issues, 
for  instance,  which  serve  for  the  conversion  of  private 
enterprises  into  limited  companies  or  for  the  amalgamation 
of  different  companies  must,  clearly,  not  be  included  in 
statistics  of  the  formation  of  real  capital.  We  cannot 
ascertain,  moreover,  to  what  extent  the  amounts  sub¬ 
scribed  are  really  paid  in  in  the  same  year,  and  still  less 
whether  the  payments  effected  are  covered  by  existing 
savings  or  by,  so  to  say,  a  bill  on  the  future.  The 
statistics  of  share-issues  show  far  greater  fluctuations 
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than  can  be  supposed  to  exist  in  the  real  formation  of 
capital. 

An  inquiry  into  the  formation  of  capital  cannot, 
further,  be  restricted  to  a  single  country,  but  must  always 
take  into  account  the  large  international  movements 
of  capital.  If  all  these  difficulties  are  borne  in  mind, 
it  will  be  realised  that  the  figures  which  are  published 
as  to  the  formation  of  capital  do  not  yield  any  reliable 
conclusion  as  to  the  fluctuations  of  the  amount  of  the 
savings  which  are  put  upon  the  capital-market  from  year 
to  year.  We  are  therefore  compelled  to  form  in  an 
indirect  way  an  approximate  idea  of  the  variations  in 
the  formation  of  capital  in  the  different  stages  of  a  con¬ 
juncture. 

We  saw  in  §  72  that  the  income  of  the  community 
increases,  on  the  whole,  very  steadily,  but  that  it  falls  a 
little  in  depressions,  or  is  at  all  events  checked  in  its 
advance.  In  all  probability  the  conjuncture- movements 
have  a  rather  more  pronounced  influence  on  the  formation 
of  capital. 

As  employers  are  under  the  economic  necessity  of 
saving,  a  larger  part  of  their  profit  must  be  set  aside 
as  savings  than  of  other  classes  of  income.  Hence  if 
the  profits  of  employers  have  a  higher  degree  of  saving 
than  the  average,  the  formation  of  the  community’s 
capital  must  be  relatively  greater  at  those  times  which  are 
especially  favourable  to  their  profits.  Such  a  time  is 
the  period  at  the  beginning  of  an  advance.  We  may, 
therefore,  infer  that  there  is  a  relatively  considerable 
formation  of  capital  at  the  beginning  of  a  high  conjunc¬ 
ture.  But,  as  soon  as  wages  and  prices  begin  to  rise,  there 
is  probably  a  diminution  of  the  formation  of  capital 
relatively  to  the  national  income.  For  the  working 
class  certainly  consumes  a  relatively  larger  part  of  its 
income,  especially  when  the  prices  of  the  necessaries  of 
life  are  high.  At  the  same  time  the  income  of  the 
employers  begins  to  fall  on  account  of  the  rise  of  wages, 
or  at  least  the  rate  of  increase  is  modified,  and  thus  an 
important  source  of  the  formation  of  capital  is  enfeebled. 
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Hence  the  end  of  a  high  conjuncture  should  be  character¬ 
ised  by  a  relative  stringency  in  the  supply  of  capital.  It 
is  obvious  that  the  profits  of  employers  will  contribute 
relatively  little  toward  the  formation  of  capital  during 
depressions.  But  the  other  sections  of  the  national 
income  ought,  on  account  of  the  lower  cost  of  living 
during  a  depression,  especially  when  the  worst  period 
is  over,  to  show  a  relatively  large  formation  of  capital. 

These  considerations  make  it  probable  that  the 
formation  of  capital  is,  relatively  to  the  national  income, 
greatest  at  the  beginning  of  a  good  period;  that  it  does 
not  materially  diminish  during  the  high  conjuncture 
proper;  and  that  after  being  seriously  disturbed  during 
the  crisis,  it  gradually  recovers  during  the  depression. 


CHAPTER  XVIII 


THE  INFLUENCE  OF  CONJUNCTURES  ON  THE 
CAPITAL-MARKET 

§  75.  Supply  and  Demand. 

THE  preceding  inquiry  has  shown  that  the  produc¬ 
tion  of  fixed  capital  is  subject  to  certain  variations 
in  different  conjunctures.  During  the  depression  there 
is  a  reaction:  during  the  high  conjuncture  an  increase 
above  the  normal.  This  fact,  which  is  of  great  import¬ 
ance  in  connection  with  the  whole  theory  of  conjuncture- 
movements,  is  entirely  confirmed  by  the  data  we  have 
given  in  regard  to  production  and,  indirectly,  by  our 
studies  of  the  movements  of  labour  and  prices.  The 
main  point  is  that  this  influence  of  conjunctures  is 
peculiar  to  the  production  of  fixed  capital,  and  is  not 
felt,  or  not  in  the  same  degree,  in  the  sphere  of  production 
for  consumption.  From  this  it  follows,  in  particular, 
that  the  production  of  fixed  capital  represents  a  larger 
part  of  the  total  production  during  the  high  conjuncture 
than  during  the  depression.  In  other  words,  there  is 
during  the  high  conjuncture  a  shifting  of  the  total 
production  in  the  direction  of  a  relatively  greater  produc¬ 
tion  of  fixed  capital.  In  the  depression  there  is  a  shift 
in  the  opposite  direction. 

Income  is  in  the  same  position  in  regard  to  production 
as  demand  is  to  supply.  If  we  exclude  income  from  an 
increase  in  value  of  existing  commodities — which  is 
justified  here,  since  we  can  imagine  this  income  as 
invested  in  the  rise  of  value — the  income  of  a  certain 
period  corresponds  to  the  production  of  that  period. 
They  overlap:  the  income  is,  as  we  saw,  just  sufficient 
to  purchase  the  production.  But  the  income  is  divided 
into  what  is  consumed  and  what  is  saved.  The  first  part 
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goes  in  the  purchase  of  articles  of  consumption;  the  second 
part,  the  savings,  is  used  for  purchasing  the  newly  pro¬ 
duced  real  capital.  On  the  capital- market  the  savings 
appear,  on  the  one  hand,  as  supply,  and,  on  the  other 
hand,  the  real  capital  produced  appears  as  a  demand  for 
the  disposal  of  capital. 

The  question  now  arises  what  changes  this  capital 
market  experiences  in  the  various  conjunctures.  In  order 
to  get  a  clear  idea  of  this,  we  will  first  suppose  that  there 
is  no  change  in  the  use  of  the  income — that,  in  other 
words,  the  consumed  and  the  capitalised  income  keep  the 
same  ratio  to  each  other.  In  that  case  both  the  consumed 
income  and  the  formation  of  capital  increase  at  the  same  rate 
as  the  total  income.  But  during  a  high  conjuncture  the 
production  of  real  capital  increases  more  rapidly  than  the 
total  production,  and  therefore  the  production  of  consum¬ 
able  goods  more  slowly.  There  thus  arises  a  lack  of  agree¬ 
ment  between  the  distribution  of  production  and  the  dis¬ 
tribution  of  income.  In  the  sphere  of  consumption  income 
predominates,  and  the  conseqence  must  be  an  advance  of 
prices  for  consumable  goods.  We  have  been  able  to  show  on 
an  earlier  page  that  this  actually  occurs.  That  the  advance 
is  generally  slight  is  due  to  the  fact  that  the  displacement 
in  the  province  of  production  is  relatively  unimportant 
as  regards  the  production  of  articles  of  consumption, 
which  represents  the  far  greater  part  of  the  total  produc¬ 
tion.  On  the  capital- market  production  is  paramount, 
and  therefore  there  must  be  here  an  opposite  movement 
of  prices.  And,  as  the  range  of  capital- production  has 
experienced  a  relatively  larger  change,  this  movement 
must  be  more  pronounced.  If  we  regard  the  capital- 
market  as  a  market  on  which  the  fixed  capital  produced  is 
offered  for  sale,  the  prices  of  concrete  capital  goods  must 
obviously  fall  in  the  conditions  supposed,  and  to  such  an 
extent  that  the  balance  is  restored  between  the  total 
value  of  the  newly  produced  real  capital  and  the  income 
available  for  the  purchase  of  it.  Possibly  the  services 
of  fixed  capital  share  the  rising  movement  of  the  prices  of 
articles  of  consumption.  In  that  case  the  ratio  of  the 
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price  of  fixed  capital  to  the  price  of  utilising  it  will  go 
down,  which  is  equivalent  to  an  advance  of  the  rate  of 
interest. 

If,  again,  we  regard  the  capital- market  as  one  in  which 
supply  and  demand  of  capital-disposal  meet,  in  the  condi¬ 
tions  we  have  supposed  the  demand  for  capital  will  have  a 
predominant  tendency,  and  the  price  of  it  will  advance 
— in  other  words,  the  rate  of  interest  will  rise.  As 
rents  are  capitalised  at  this  higher  rate  of  interest,  their 
capital  values  fall.  This  reduction  in  the  price  of  capital 
goods  so  far  curtails  the  capital-disposal  required  to  obtain 
them  that  equilibrium  is  restored  in  the  capital-market. 

That  a  displacement  in  social  production  in  favour 
of  the  production  of  capital,  not  accompanied  by  any 
corresponding  change  in  the  disposal  of  income,  must 
bring  about  alterations  of  prices  to  the  disadvantage  of 
fixed  real  capital  and  the  advantage  of  consumable  goods, 
is  self-evident.  It  is  only  the  new  prices  that  can  restore 
equilibrium  between  income  and  production  in  their 
principal  sections. 

Depressions  must,  clearly,  have  an  opposite  effect.  As 
the  production  of  fixed  capital  is  relatively  reduced,  and 
therefore  the  production  of  consumable  goods  relatively 
increases,  the  prices  of  consumable  goods  must  fall,  and  the 
prices  of  goods  which  are  fixed  capital  must  relatively 
rise — that  is  to  say,  the  rate  of  interest  must  fall. 

Let  us,  however,  now  consider  the  fluctuations  in  the 
formation  of  capital  under  the  influence  of  conjuncture- 
movements.  That  these  conjuncture- movements  have 
some  influence  on  the  use  of  income,  and  cause  changes 
in  the  direction  of  a  rise  or  fall  in  the  amount  of  saving, 
we  have  in  the  previous  chapter  shown  to  be  very 
probable.  In  the  opening  part  of  a  period  of  advance, 
when  employers  are  making  good  profits,  the  formation 
of  capital  is  comparatively  considerable.  There  is  then 
a  change  in  the  disposal  of  income  in  the  direction  of 
increased  saving.  This  raises  purchasing  power  as  regards 
capital  goods,  and  generally  to  a  greater  extent  than  the 
production  of  such  goods.  Hence  at  this  period  we  must 
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expect  a  general  rise  of  the  prices  of  fixed  capital.  The 
fluctuations  of  the  rate  of  interest  will  depend  upon  the 
profit  on  this  capital. 

In  the  high  conjuncture  proper,  on  the  other  hand, 
when  the  profits  of  employers  fall  and  the  formation  of 
capital  has  a  tendency  to  relax,  while  the  production  of 
fixed  capital  maintains  its  upward  movement,  and  some¬ 
times  even  increases  it,  and  there  is,  therefore,  a  change 
in  the  disposal  of  income  opposite  to  that  in  the  sphere 
of  production,  the  stringency  of  the  capital- market  is 
accentuated,  the  prices  of  capital  goods  fall,  and  the 
discount  rate  must  rise  still  higher  than  was  necessary 
on  our  first  assumption. 

During  the  depression,  when  the  production  of  fixed 
capital  goes  down,  the  capital- market  at  first  receives, 
on  account  of  the  reduced  power  of  saving,  less  capital 
in  search  of  investment  than  would  be  the  case  if  there 
were  a  normal  amount  of  saving.  This  modifies  a  little 
the  rise  in  the  prices  of  fixed  capital  and  the  decline  of 
the  rate  of  interest,  but  does  not  altogether  eliminate 
them.  In  the  later  part  of  the  period  of  depression,  when 
capital  is  again  formed  more  freely,  though  there  has 
been  no  acceleration  of  the  production  of  fixed  capital 
the  capital- market  is  bound  to  be  very  easy. 

These  movements  are,  however,  influenced  by  the 
increased  return  on  fixed  capital  which  characterises  the 
opening  period  of  an  advance.  This  increased  return 
is  the  result  of  both  the  better  use  of  fixed  capital  which 
we  were  able  to  establish  at  this  period  and  the  opening 
up  of  new  and  very  remunerative  uses  of  fixed  capital, 
which  is  the  starting-point  of  the  whole  upward  move¬ 
ment.  At  first  this  increased  return  is  probably  greater 
than  the  advance  in  the  price  of  fixed  capital,  which  also 
we  found  to  be  characteristic  of  the  earlier  period  of  an 
advance.  Hence  it  is  that  at  this  time  the  rate  of  interest 
rises,  though  rather  slowly.  During  the  high  con¬ 
juncture  proper  the  good  return  on  fixed  capital  combines 
with  the  factors  already  mentioned  to  raise  the  rate  of 
interest  yet  higher.  During  the  depression  the  poor 
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return  on  fixed  capital  helps  to  keep  down  the  rate  of 
interest. 

There  is  still  another  factor  to  be  taken  into  account 
in  studying  the  influence  of  conjunctures  on  the  capital- 
market.  This  is  the  action  of  the  banks.  In  the  early 
period  of  the  advance  they  continue  to  supply  media  of 
payment  at  the  earlier  rate,  or  at  all  events  they  refrain 
from  raising  the  rate  of  interest  as  speedily  as  the  growing 
stringency  of  capital  would  require.  In  consequence  of 
this,  capital  goods  are  capitalised  at  too  low  a  rate  of 
interest:  that  is  to  say,  their  prices  go  up.  Hence  the 
production  of  capital  goods  seems  to  be  particularly 
remunerative,  and  employers  make  free  use  of  the  pur¬ 
chasing  power  which  the  banks  offer  them  so  cheaply. 
The  action  of  the  banks  means,  therefore,  a  diversion  of 
the  community’s  purchasing  power  in  the  direction  of 
capital  goods.  There  ensues  a  corresponding  diversion 
of  production,  the  supply  to  consumers  being  relatively 
cut  down  so  that  their  demands  cannot  be  fully  met. 
Thus  this  action  of  the  banks  has  the  same  effect  as  an 
increase  of  the  savings  of  the  community  upon  the 
distribution  of  the  collective  purchasing  power  between 
capital  goods  and  consumers’  goods. 

The  newly  created  purchasing  power  which  the 
banks  put  at  the  disposal  of  employers  must,  of  course, 
gradually  lead  to  an  advance  of  prices,  and  this  must 
spread  until  it  becomes  a  rise  of  the  general  level  of  prices. 
Exchange  of  goods  then  requires  a  corresponding  in¬ 
crease  in  the  supply  of  media  of  payment.  This  demand 
is  met  by  the  banks  by  increasing  the  quantity  of  their 
bank  means  of  payment.  Hence  in  the  early  period  of 
an  advance  both  the  amount  of  bank  media  of  payment 
and  the  general  price-level  go  up.  In  the  period  of 
depression,  on  the  contrary,  bank  credits  are  repaid  to 
a  great  extent,  the  general  provision  of  means  of  payment 
becomes  more  stringent,  and  the  general  level  of  prices 
falls  again. 

The  movements  we  have  described — the  change  in 
the  relative  extent  of  capital-production,  the  fluctuations 
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in  the  amount  of  the  community’s  savings,  the  variations 
in  the  return  on  fixed  capital,  and  the  changes  in  the 
supply  of  bank  media  of  payment — collectively  cause  a 
movement  of  the  rate  of  interest'  and  the  prices  of  capital 
goods  which  we  observe,  and  can  to  some  extent  statisti¬ 
cally  prove,  in  the  various  phases  of  conjunctures.  This 
we  will  try  to  determine  in  the  following  sections. 

§  76.  The  Rate  of  Interest. 

That  the  rate  of  interest  rises  sharply  at  the  height 
of  a  high  conjuncture  is  a  generally  recognised  fact  which 
we  made  the  basis  of  our  definition  of  the  critical  phases 
of  conjunctures,  the  “  turning  years.”  Our  diagrams 
in  connection  with  the  fluctuations  of  the  discount  rate 
at  Berlin  and  London  (Figs.  6  and  7)  show  how  pro¬ 
nounced  this  rise  of  the  rate  of  interest  is  at  the  highest 
point  of  a  high  conjuncture.  After  the  Crisis  the  rate 
generally  falls  rapidly:  usually  much  more  rapidly  than 
it  rose.  It  is  interesting  to  follow  the  fluctuations  month 
by  month.  In  London  the  market  discount  stood  on 
the  average  at  2-66  per  cent,  in  the  year  1905,  but  in 
1906  it  rose,  on  the  average  of  the  year,  to  4-05  per  cent. 
In  November  1907  the  maximum  rate  of  661  per  cent, 
was  reached.  It  then  fell  very  rapidly  in  the  following 
months,  and  in  July  1908  it  reached  the  minimum  of 
1*30  per  cent.  In  November  it  stood  at  2-27  per  cent. 
On  the  Berlin  Exchange  the  maximum  rate  of  7-07  per 
cent,  was  reached  in  December  1907.  In  July  of  the 
following  year  it  had  fallen  to  2-75  per  cent.,  and  in 
December  it  stood  at  2-92  per  cent.*  It  is,  therefore, 
beyond  question  that  the  capital-market  is  rapidly 
and  considerably  eased  by  the  restriction  which  the 
production  of  fixed  capital  experiences  in  a  depression, 
in  spite  of  the  simultaneous,  but  less  considerable, 
restriction  of  the  formation  of  capital. 

During  the  high  conjunctures  which  have  lasted  some 
time  we  can  see  how  the  rate  of  interest  remains  at  first 
very  moderate  and  does  not  alter  much  until  the  later 

•  Pohle,  Monatliche  Ubersichten. 
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years  of  the  high  conjuncture.  In  the  case  of  England 
the  upward  movement  of  the  nineties  began  in  the  year 
1896,  when  the  output  of  pig-iron  reached  the  figure  of 
8,799,000  tons,  as  against  8,456,000  tons  at  the  height 
of  the  last  high  conjuncture  (1889).*  But  the  average 
market  discount  was  only  1-52  per  cent,  in  1896,  and 
during  the  next  two  years  it  remained  at  the  very 
moderate  height  of  1-87  and  2-65  per  cent.  It  rose  to  an 
average  of  3-29  per  cent,  only  in  1899,  and  in  the  crisis- 
year  1900  it  reached  an  average  of  3-70  per  cent.  In 
Berlin  the  discount  rate  in  the  year  1897,  when  the 
German  output  of  pig-iron  had  risen  to  6,881,000  tons 
as  against  4,658,000  tons  in  the  turning  year  1890,  stood 
only  at  an  average  of  3-09  per  cent.  The  following  years, 
1898-1900,  raised  the  average  rate  to  3*55,  4-45?  and 
4-41  per  cent.  After  the  crisis  of  1900  and  the  subse¬ 
quent  depression  there  was  again  a  material  increase  in 
the  production  of  fixed  capital  in  the  years  1903  and  1904; 
though  the  market  discount  did  not  rise  above  the  average 
of  3-14  per  cent.  (1904).  When  the  high  conjuncture 
entered  upon  its  second  phase,  and  the  production  of 
fixed  capital  was  still  very  considerable,  in  1906  and  1907 
(the  pig-iron  output  being  12,875,000  tons  in  1907  as 
compared  with  8,521,000  tons  in  1900),  the  average 
discount  rate  rose  to  4-04  and  5-12  per  cent.  Thus  the 
first  years  of  an  advance  may  enjoy  a  moderate  rate  of 
interest.  It  is  only  in  the  later  years  of  the  advance,  in 
the  high  conjuncture  proper,  that  the  rate  of  interest 
rises  to  a  height  which  puts  beyond  question  the  in¬ 
creasing  scarcity  of  savings-capital.  The  fluctuations 
of  the  capital-market  which  theoretical  considerations 
compel  us  to  assume  are  thus  entirely  confirmed  by  the 
movements  of  the  discount  rate. 

In  order  to  make  quite  clear  the  connection  between 
the  rate  of  interest  and  the  production  of  fixed  capital 
it  will  be  useful  to  compare  the  fluctuations  of  the  rate 
with  the  output  of  pig-iron  in  relation  to  time.  Let  us 

*  These  and  the  following  figuies  are  taken  from  the  Statistic hes 
Jahrbuch  fur  das  Deutsche  Reich. 
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first  try  to  make  this  comparison  for  the  whole  world. 
As  the  standard  of  the  rate  of  interest  we  use  the  average 
of  the  market  discount  at  London,  Paris,  Berlin,  and  New 
York.*  The  movements  of  the  pig-iron  output  and  the 
rate  of  interest  during  the  four  high  conjunctures  since 
1873  are  shown  in  the  following  table: 


Year. 

Rate  of  Interest. 

Pig-Iron  Output. 

r  1873  .. 

6-3  max. 

15-1  max. 

1879  .. 

3*5  min. 

H‘4 

1st  period  - 

1880 

3-8 

18-6 

1882 

4*5  max. 

21-6 

l  x883  .. 

4'1 

21*8  max. 

1886  .. 

3-5  min. 

20-8 

2nd  period  ■ 

1887  .. 

3-8 

22-8 

1890 

4" 5  max. 

27-9  max. 

3rd  period  - 

r  1895  .. 

L  1900 

2-8  min. 

4-3  max. 

29-4 

41*3  max. 

4th  period  |  W  •• 

3'0  min. 

4-83  max. 

54-8 

61*3  max. 

We  see  that  the  maxima  of  the  pig-iron  output  and 
of  the  rate  of  interest  fall  regularly  in  the  same  years. 
In  1883  alone  the  maximum  of  the  pig-iron  output  is 
delayed  a  year;  but  the  figure  of  the  previous  year  is 
not  greatly  exceeded.  On  the  other  hand,  the  minima 
of  the  iron  output  do  not,  as  one  would  be  inclined  to 
think,  correspond  with  the  minima  of  the  rate  of  interest. 
The  rate,  as  may  be  seen  in  the  table,  only  reaches  its 
minimum  at  the  beginning  of  the  new  period  of  advance, 
reckoning  this  period  from  the  year  when  the  pig-iron 
output  first  passes  its  old  maximum  after  a  depression. 
The  advance  thus  defined  begins  for  the  first  period  in 
1880,  for  the  second  period  in  1887,  for  the  third  period 
in  1895,  and  for  the  fourth — if  we  take  into  account  the 
maximum  of  46*6  for  the  year  1903,  which  is  not  given 
here — in  1905.  The  minimum  of  the  rate  of  interest 

•  Pohle,  Statistiscbe  Unterlagen  (M.  S.). 
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falls,  as  we  see,  in  the  case  of  the  first  two  periods  in  the 
year  before  the  beginning  of  the  advance,  but  in  the  case 
of  the  last  two  periods  in  the  first  year  of  the  advance. 
These  differences  clearly  depend  upon  the  season  of  the 


Fig.  17. — Pig-Iron  Output  (in  100,000  Tons,  Figures  on  the  Left) 

( - )  and  Market-Discount  (Figures  on  the  Right)  ( - ) : 

United  States. 


year  in  which  the  changes  take  place  and  upon  other  casual 
circumstances.  We  are  therefore  justified  in  drawing  up 
the  following  general  rule : 
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The  rate  of  interest  passes  from  a  fall  to  a  rise  when 
the  output  of  pig-iron  reaches  its  old  record,  and  from  a 
rise  to  a  fall  when  the  iron  output  makes  a  new  record. 

This  rule  holds  good  also,  with  certain  restrictions, 
for  separate  countries.  For  the  United  States  it  is 
represented  in  our  diagram  (Fig.  17).  The  continuous 
line  represents  the  pig-iron  output  (in  hundreds  of 
thousands  of  gross  tons,  figures  on  the  left),  the  dotted 
line  the  rate  of  the  market  discount  at  New  York  (figures 
in  percentages  on  the  right).  The  periods  of  depression 
are  constructed  on  our  usual  method  (§  69).  We  see  that 
the  minimum  of  the  rate  of  interest  always  falls  at  the 
end  of  the  period  of  depression.  As  a  rule  the  rate  sinks 
during  the  whole  period  of  depression. 

For  the  course  of  things  in  England  in  the  eighties 
our  rule  is  inapplicable,  as  the  pig-iron  output  decreased 
and  was  much  smaller  in  the  maximum-year  1889  than 
in  the  preceding  maximum-year  1882.  On  the  other 
hand,  the  rate  of  interest  reached  its  minimum  in  1879 
in  the  depression  of  the  seventies,  or  in  the  year  before 
the  beginning  of  the  new  advance.  In  1895  also  the  rate 
fell  to  a  minimum,  and  the  new  advance  began  in  the 
following  year.  In  1905,  when  the  pig-iron  output  for 
Great  Britain  passed  its  earlier  maximum  after  the 
depression  at  the  beginning  of  the  century,  the  rate  of 
interest  was  at  its  minimum. 

In  the  case  of  Germany  the  beginning  of  the  advance, 
as  we  have  defined  it,  coincides,  as  a  rule,  with  the 
minimum  of  the  market  discount,  except  that  in  the 
eighties  the  rate  did  not  touch  its  minimum  until  1888, 
whereas  the  period  of  advance  began  in  1887. 

In  regard  to  the  maxima  of  the  rate  of  interest  and 
the  iron  output  one  notices  small  discrepancies  when 
separate  countries  are  considered.  Nevertheless,  our 
rule  should  be  regarded  as  sufficiently  confirmed  by 
experience.  It  seems  to  merit  attention  both  theoreti¬ 
cally  and  practically. 
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§  77.  The  Movement  of  Stock  Prices. 

It  is  not  easy  to  draw  up  a  general  statement  of  the 
movements  of  the  prices  of  fixed  capital,  as  there  is 
no  proper  market  for  most  of  the  commodities  in  question. 
But  the  greater  part  of  fixed  capital  is  represented  by 
paper  of  one  kind  or  other  on  the  Stock  Exchange. 
The  demand  of  savings-capital  to  obtain  the  fixed 
capital  produced  makes  itself  felt  in  part  as  a  demand 
for  the  means  of  purchasing  shares,  and  partly  as  a 
demand  for  loans.  Shares  directly  represent  ownership 
of  fixed  capital,  but  the  loans  which  come  on  the 
Exchange  as  bonds  bearing  fixed  interest  also  serve,  from 
the  economic  point  of  view,  as  means  of  taking  over 
the  newly  produced  fixed  capital.  Loans  are  wanted 
not  only  by  private  persons,  but  by  public  bodies. 
But  a  considerable  part  of  these  public  loans,  especially 
municipal  loans,  are  a  means  of  obtaining  fixed  capital. 
When  the  market  for  these  demands  for  capital  is  too 
stringent,  it  will  show  the  same  stringency  as  regards 
loans  for  purposes  of  consumption  (especially  State- 
loans).  Thus  the  capital- market  will  have  much  the 
same  attitude  in  regard  to  all  demands  for  savings- 
capital.  We  shall  be  able,  however,  to  show  that  there 
are  important  differences  between  the  movements  of 
bonds  with  fixed  interest  and  those  of  ordinary  shares, 
and  these  are  based  upon  the  fact  that  the  value  of  the 
latter  does  not  depend  merely  upon  the  rate  of  interest, 
but  also  very  materially  upon  the  profits  of  under¬ 
takings. 

The  stringency  of  capital  which  is  felt  throughout 
the  period  of  advance  is  bound  of  itself  to  lower  the 
value  of  all  stocks;  particularly  during  the  high  conjunc¬ 
ture  proper,  when  the  scarcity  is,  as  we  have  seen, 
generally  very  acute.  But  in  the  early  periods  of 
advance  this  tendency  is  neutralised,  as  regards  shares, 
by  the  excellent  returns  on  them.  Hence  at  first  the 
shares  have  an  upward  movement,  and  they  reach  a 
maximum  about  the  beginning  of  the  high  conjuncture 
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proper.  In  consequence  of  the  stringency  of  the  capital- 
market,  however,  the  bonds  at  fixed  interest  must  at 
the  same  time  fall  a  little  in  value.  This  decline  is,  it 
is  true,  very  slow  at  first,  but  probably  the  fixed-interest 
bonds  will  have  passed  their  highest  point  while  the  share- 
certificates  are  still  rising.  It  is  clear  that  the  value  of 
the  bonds  bearing  fixed  interest  must  be  to  some  extent 
in  inverse  proportion  to  the  rate  of  interest.  Their 
movements  are,  however,  in  normal  circumstances  slower 
than  those  of  the  rate  of  interest.  As  the  stock  exchanges 
must,  when  the  rate  of  interest  is  low,  always  count 
upon  a  possible  new  rise  of  this  rate,  and  consequently  a 
deterioration  of  fixed- interest  bonds,  it  is  only  natural 
that  the  latter  usually  do  not  touch  their  highest  point 
until  the  rate  of  interest  has  already  passed  its  minimum, 
or  about  the  beginning  of  a  period  of  advance.  The 
maximum  for  the  shares  usually  comes  still  later,  as 
will  be  understood  from  what  we  have  said. 

During  the  high  conjuncture  proper,  when  the  return 
on  fixed  capital  already  often  shows  a  reactionary 
tendency  and  the  stringency  of  capital  makes  itself 
felt  in  a  very  acute  form,  shares  are  bound  to  be 
affected.  The  maximum  for  the  shares  must,  therefore, 
be  sought  at  the  beginning  of  the  said  period.  Even  the 
fixed-interest  bonds  will  now,  on  account  of  the  great 
scarcity  of  capital,  have  to  suffer  a  sharp  reaction,  which 
culminates  during  the  crisis  itself.  It  would,  therefore, 
be  wrong  to  suppose  that  it  is  the  crisis  which  provokes 
the  reaction.  The  scarcity  of  capital  is  so  acute  for  some 
time  before  it  that  it  is  bound  to  lead  to  serious  reactions. 

During  the  depression,  when  the  rate  of  interest  is 
low,  the  fixed-interest  bonds  must  rapidly  recover,  and 
show  an  upward  movement.  In  the  case  of  the  shares 
the  poor  return  is  generally  the  paramount  factor,  and, 
though  they  recover  a  little  after  the  crisis,  it  is  not 
until  after  the  end  of  the  depression  that  they  begin  to 
be  rehabilitated. 

From  our  knowledge  of  the  condition  of  the  capital- 
market  during  the  various  phases  of  high  conjunctures 
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we  can  deduce  the  following  general  rule  for  the  move¬ 
ments  of  stocks:  both  fixed-interest  bonds  and  dividend- 
securities  touch  their  minimum  at  the  time  of  the 
crisis.  After  that  both  rise,  but  the  bonds  bearing  fixed 
interest  only  until  the  beginning  of  the  next  advance, 
when  they  reach  their  maximum.  Shares  continue  the 
upward  movement,  and  only  reach  their  maximum  at  the 
beginning  of  the  high  conjuncture  proper.  The  reaction 
begins  then,  and  it  extends  to  all  classes  of  bonds  and 
shares. 

Now  let  us  test  these  results. 

That  there  is  a  fall  in  stocks  before  the  crisis  occurs — 
even  to  such  an  extent  that  one  may  speak  of  a  crisis 
on  the  exchange  as  a  forerunner  of  the  economic  crisis 
proper — is  a  fact  generally  known  from  the  history  of 
crises.  Here  we  will  first  consider  the  fluctuations  of 
share-quotations  on  the  Berlin  Exchange  in  the  year 
1907.  The  index  figure  of  the  Frankfurter  Zeitung  stood 
on  the  last  day  of  December  1906  at  162*68,  and  on  the 
last  day  of  January  1905  at  160*59.*  Then  there  was  a 
violent  reaction,  and  this  reduced  the  index  figure  by  the 
end  of  March  to  152*61.  In  the  months  of  February 
and  March  eight  points  were  lost.  The  next  pronounced 
fall  did  not  occur  until  October — the  crisis-month — • 
when  the  index  figure  fell  from  149*10  to  143*90,  or  about 
five  points.  If  we  reckon  from  the  maximum  of  the 
index  of  shares,  which  occurred  in  September  1905 
and  was  175*60,  we  see  that  by  far  the  greater  part  of  the 
reaction  was  already  over  before  the  crisis  proper  began. 
The  crisis  only  brought  down  the  level  to  a  minimum 
of  142*91  (February  1908). 

In  order  to  be  able  to  follow  the  fluctuations  of  bonds 
with  fixed  interest  through  a  series  of  conjuncture- 
changes,  we  will  consider  the  movements  of  the  3-5-  per 
cent,  unconverted  Imperial  Loan  at  Berlin. t  The  annual 
averages  after  1889  were: 

*  The  index  gives  the  average  price  of  one-half  of  the  issues  officially 
quoted  on  the  Berlin  Exchange  (V olkswirtschaftliche  Chronik). 

t  Denkschrijtband.  zur  Reichsfinanzreform,  Teil  IV.  Pohle,  Monat 
lithe  Ubersichten. 
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1889  .. 

. .  103*70  max. 

1901  .. 

•  •  99-54 

1890  .. 

. .  100*45 

1902  . . 

..  102*06 

1891  .. 

..  98*39  min. 

1903  *  * 

102*30  max. 

1892  .. 

•  •  99-97 

1904  • . 

101*94 

1893  .. 

..  100*38 

1905  . . 

..  ioi*33 

1894  .. 

..  102*39 

1906  . . 

•  •  99-54 

1895  .. 

. .  104*44 

1907  . . 

•  •  94-65 

1896  .. 

104*58  max. 

1908  . . 

92*61  min. 

1897  . . 

••  103*59 

1909  . . 

95*14  max. 

1898  . . 

..  102*65 

1910  .. 

••  93'i7 

1899  .. 

•  *  99-77 

1911  .. 

•  •  93-46 

1900  . . 

. .  95*80  min. 

1912  .. 

•  •  89-79 

The  minima,  as  we  see,  occur  regularly  in  the  times 
of  crisis,  and  the  maxima  in  one  of  the  earlier  years  of  the 
period  of  advance. 

It  is  very  interesting  to  compare  the  fluctuations  of 
share-quotations  with  these.  The  above-mentioned 
index  figure  of  the  Frankfurter  Zeitung  enables  us  to 
make  this  comparison  from  the  year  1904.  Since  that 
time  the  exchange  level  of  the  share-quotations  has 


developed 

as  follows:* 

1904  . . 

*•  I53"9I 

1909  .. 

. .  156*96 

1905  . . 

. .  168*82  max. 

1910  .. 

..  162*77  max. 

1906  . . 

..  163*25 

1911  .. 

..  162*45 

1907  . . 

. .  149*29 

1912  .. 

..  158*78 

1908  . . 

145*32  min. 

i9J3  •• 

••  157-59 

It  is  remarkable  that  the  share-quotations  do  not 
reach  their  maximum  until  1905,  or  at  the  beginning  of 
the  high  conjuncture  proper  and  two  years  after  the 
culminating  year  of  the  Imperial  Loan.  This  is  repeated 
in  the  last  rising  conjuncture.  The  Imperial  Loan 
reached  its  highest  point  in  1909,  but  share-quotations 
seem  not  to  have  reached  their  maximum  until  the 
spring  of  1911.  This  is  just  the  time  when  the  high 
conjuncture  proper  begins  to  develop. 

It  is  especially  interesting  to  follow  the  fluctuations 
of  those  shares  which  especially  represent  the  production 
of  fixed  capital.  According  to  the  V oiks wirtschajtliche 
Chronik  the  following  annual  averages  may  be  stated  for 
the  Berlin  Exchange: 

*  According  to  the  V olkswirtschaftliche  Chronik. 
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1904 

1905 

1906 

1907 

1908 

Gelsenkirchener  Bergwerk  .  . 

219-18 

230-21 

224-84 

198-50 

189-33 

Harpener  Bergwerk  . . 

205-45 

215-47 

214-34 

203-89 

198-07 

Bochumer  Gussstahl 

200-90 

247-78 

24A79 

217-47 

212-75 

Dortmunder  Union. . 

83-40 

93-67 

86-50 

71-02 

58-54 

Kfinigs-  und  Laurahiitte 

243G7 

261-72 

243-86 

225-51 

207-09 

Berliner  Maschinenbau 

238-35 

251-88 

243-89 

220-09 

232-55 

Allgem.  Elektr.-Ges. 

219-64 

234-23 

217-80 

198-14 

212-79 

Siemens  und  Halske  . . 

148-79 

186-71 

I87-35 

169-71 

183-79 

We  see  that  these  shares  also  have  regularly  touched 
their  highest  average  point  in  the  year  1905.  There  is 
only  a  slight  exception  to  this  in  the  case  of  the  last 
share  quoted. 

§  78.  The  Scarcity  of  Capital  during  a  High  Con¬ 
juncture. 

The  strain  of  the  capital-market  in  the  last  part  of  a 
high  conjuncture  is  not  only  felt  in  the  rise  of  the  rate  of 
interest  and  the  fall  of  stocks  and  shares.  In  every  such 
period  we  have  occasion  directly  to  observe  a  real  dearth 
of  capital.  This  scarcity  makes  itself  felt  in  a  greater 
difficulty  in  raising  capital,  and  this  is  prejudicial  even 
to  solid  and  remunerative  enterprises. 

These  difficulties  naturally  react  upon  the  production 
of  fixed  capital.  It  is,  however,  not  every  kind  of  this 
production  that  can  be  directly  restricted.  The  sphere 
in  which  a  restriction  of  production  as  a  result  of  the 
increasing  stringency  of  capital  may  first  be  expected  is, 
clearly,  the  building  trade,  in  which  the  various  under¬ 
takings  are  carried  out  comparatively  quickly,  and  there¬ 
fore  the  curtailing  of  production  is  easiest.  The  scarcity 
of  capital  here  makes  itself  felt  in  an  increasing  difficulty 
of  selling  completed  houses  or  securing  credit  to  continue 
building  operations.  As  building  is  dependent  to  a  very 
great  extent  on  this  securing  of  capital,  and  as  it  can 
easily  refrain  from  beginning  new  buildings,  the  strain  of 
the  capital  market  leads  to  a  decline  of  huilding  operations 
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even  during  the  high  conjuncture,  and  thus  the  maximum 
of  this  kind  of  activity  occurs  before  the  end  of  the 
high  conjuncture.  This  is  confirmed  by  the  American 
statistics  of  building  which  we  have  previously  given 

(§  63). . 

It  is  quite  otherwise  with  the  railways  and  similar 
large  enterprises.  Railways  are  not  constructed  for  sale. 
The  owners  have,  as  a  rule,  a  considerable  command  of 
capital,  and  can  procure  what  is  needed  even  in  difficult 
circumstances.  This  is,  of  course,  particularly  true  of 
State  railways.  Moreover,  the  construction  of  a  new 
railway  requires  a  great  deal  more  time  than  the  building 
of  an  ordinary  house.  As  a  railway  which  is  being  con¬ 
structed  must  be  completed  as  far  as  possible  even  if 
capital  becomes  dear,  we  realise  that  the  construction 
of  railways  will  continue  for  some  time  in  spite  of  the 
strain  of  the  capital-market.  And  what  we  say  here  of 
the  railways  applies  more  or  less  to  other  large  enterprises, 
such  as  tram-services,  canals,  electricity  works,  etc. 

We  thus  quite  understand  that  the  production  of 
fixed  capital  and  materials  therefor  maintain  its  upward 
movement  for  a  time  in  spite  of  the  difficulty  of  getting 
capital.  In  the  latter  part  of  a  high  conjuncture  the 
development  is  not  to  be  expected  to  be  the  same  for 
the  building  trade  and  its  subsidiary  industries  as  for 
the  remaining  capital- production. 

In  Germany  this  difference  became  very  clear  in  the 
year  1907.  From  the  very  beginning  of  the  year  the 
building  trade  was  announced  to  be  in  a  bad  way, 
and  the  situation  was  ascribed  to  the  dearness  of  money. 
The  branches  of  the  iron  industry  which  showed  some 
deterioration  in  comparison  with  the  preceding  year 
were  precisely  those  which  supplied  material  to  builders. 
Even  the  output  of  primary  material  and  moulded 
goods  of  the  steel  works  union  was  not  much  lower  in 
1907  than  in  the  preceding  year,  while  the  output  of 
railway  material  rose  considerably.  The  difference  is 
clearly  seen  in  the  following  figures  :* 

•  Volkswirtschaftliche  Chronik,  1907,  pp.  695  and  772. 
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1905 

1906 

1907 

Primary  material  . . 

1,911 

1,862 

i,558 

Moulded  articles 

1,673 

1,936 

1,699 

Railway  material 

1,631 

1,936 

2,327 

Total 

5,215 

5,734 

5,574 

The  greatest  difference  in  development  is  found  in  the 
last  months  of  1907,  when  the  output  of  primary  material, 
and  especially  of  moulded  articles,  fell  very  considerably, 
whereas  the  output  of  railway  materials  still  rose  sub¬ 
stantially. 

The  large  transport-undertakings  are  often  compelled 
by  the  difficulty  of  raising  capital  during  the  high  con¬ 
juncture  proper  to  curtail  their  requirements  of  capital. 
The  administration  has  then  to  be  content  with  what  is 
indispensable  in  regard  to  the  improvement  and  enlarge¬ 
ment  of  the  equipment  and  the  construction  of  rolling 
stock.  This  is  still  more  necessary  in  the  case  of  the 
smaller  enterprises.  But  as  the  utilisation  of  the  means 
of  transport  is,  as  we  saw,  very  intense  throughout  the 
whole  of  the  high  conjuncture,  the  larger  undertakings 
will  make  certain  sacrifices  in  their  efforts  to  get  the 
necessary  capital  for  their  purposes.  This  is,  of  course, 
easiest  in  the  case  of  States  which  are  on  that  account 
least  disposed  to  abate  their  demands  for  capital. 

What  serious  difficulties  the  raising  of  capital  during 
a  high  conjuncture  may  give  even  the  largest  enterprises 
was  seen  in  the  United  States  in  1907,  when  the  railway 
companies  were  compelled  to  be  content  to  a  great 
extent  with  short-term  loans  instead  of  a  regular  issue  of 
debentures.  The  part  of  the  funded  debt  of  the  railways 
which  is  given  in  the  statistics  as  “  Miscellaneous  Obliga¬ 
tions  ”  rose  from  $974,000,000  in  the  year  1906  to 
$1,616,000,000  in  1907,  and  $2,181,000,000  in  1908; 
though  in  the  latter  year  the  range  of  the  statistics  was 
curtaile  At  the  same  time  the  bonded  debt  rose  from 
$6,267,000,000  to  $6,473,000,000  and  $6,610,000,000.* 

*  Statistical  Abstract  of  the  United  States.  We  must  remember  that 
the  years  quoted  end  on  June  30th. 
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These  figures  show  an  enormous  demand  of  capital  and 
very  great  difficulties  in  getting  it.  In  the  following 
year,  1909,  the  amount  of  “  Miscellaneous  Obligations  ” 
rose  by  only  $86,000,000,  while  the  bonded  debt 
increased  by  $332,000,000.  The  figures  evince  a  pro¬ 
found  disturbance  of  the  capital-market. 

The  American  statistics  also  give  the  amount  which 
the  railways  have  to  pay  annually  as  interest  on  current 
(non- funded)  debts.*  The  charge  on  this  interest 
amounted,  in  millions  of  dollars,  to: 
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We  see  how  considerably  the  interest  on  the  unfunded 
debts  rises  in  crisis-years.  Even  in  the  preceding  year 
there  is  an  appreciable  rise.  It  proves  that  in  the  later 
period  of  a  high  conjuncture  the  railway  companies  are 
unable  to  raise  regular  loans  to  a  sufficient  amount;  and 
this  again  confirms  the  scarcity  of  capital  during  a  high 
conjuncture  as  a  very  material  fact. 

From  what  we  have  said  it  appears  that  the  scarcity 
of  savings  in  the  last  part  of  a  high  conjuncture  makes 
itself  felt  first  in  a  curtailment  of  the  kind  of  business 
in  which,  as  in  the  building  trade,  the  separate  under¬ 
taking  is  completed  comparatively  rapidly,  and  then  in 
an  increasing  difficulty  of  large  transport  businesses  to 
raise  capital,  until  at  last,  at  least  in  the  case  of  private 
companies,  this  can  only  be  done  by  making  onerous 
sacrifices.  States  and  municipal  bodies  are  least 
hampered  in  their  production  of  fixed  capital  by  the 
increasing  strain  of  the  capital-market. 

•  Same  source.  Here  again  the  years  end  on  June  30th. 


CHAPTER  XIX 


THE  DETERMINING  FACTORS  OF  CONJUNCTURE- 
MOVEMENTS 

§  79.  The  Principle  of  Action  and  Reaction. 

IN  our  studies  of  conjunctures  we  have  so  far  confined 
ourselves  to  the  concrete  processes  and  their  direct 
connections.  Now  let  us  look  more  closely  at  the  forces 
which  determine  the  movement  as  impelling  or  restricting 
factors. 

Of  these  forces  the  interest  on  capital  occupies  the 
central  place.  The  low  rate  of  interest  that  rules  in  the 
depression  clearly  acts  as  a  powerful  impulse  to  the 
further  production  of  fixed  capital.  With  a  given  return 
the  value  of  fixed  capital  is  so  much  higher  the  lower  the 
rate  of  interest  is.  Hence  the  low  rate  of  interest  is 
equivalent  to  high  prices  for  the  already  produced  capital. 
At  a  time,  therefore,  of  long-maintained  low  interest 
employers  see  a  prospect  of  considerable  profit  if  they 
are  engaged  in  building,  railway-construction,  or  in  other 
works  which  represent  a  large  amount  of  fixed  capital. 
The  profit  can  be  realised  by  selling  the  houses  or 
shares  of  the  undertakings  to  members  of  the  public 
in  search  of  investments. 

We  have  already  seen  (Chapter  VI.)  that  there  are 
always  latent  possible  enterprises  which  require  a  good 
deal  of  fixed  capital,  and  are  therefore  not  remunerative 
when  the  rate  of  interest  is  high.  But  as  soon  as  the 
rate  falls,  a  certain  proportion  of  these  enterprises  be¬ 
come  remunerative.  It  will  then  not  be  long  before  the 
possibilities  begin  to  be  turned  into  realities.  If,  for 
instance,  a  railway  from  which  we  estimate  a  net  annual 
revenue  of  .£400,000  requires  an  outlay  of  .£10,000,000, 
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it  cannot  be  constructed  as  long  as  the  rate  of  interest 
is  5  per  cent.  But  if  the  rate  falls  to  3  per  cent,  the 
enterprise  becomes  profitable,  and  will,  in  all  probability, 
be  carried  out.  Hence  to  a  great  extent  the  rate  of 
interest  is  the  decisive  factor  as  to  the  economic  possi¬ 
bility  of  providing  permanent  capital  objects.  In  regard 
to  the  current  production  of  consumers’  goods  the  rate 
of  interest  has,  as  we  know,  nothing  like  the  same  impor¬ 
tance.  Hence  a  protracted  low  rate  of  interest  is  bound 
to  accelerate  the  production  of  fixed  capital  much  more 
than  any  other  kind  of  production,  and  so  bring  about 
in  the  course  of  time  that  diversion  of  social  production 
to  the  advantage  of  the  production  of  fixed  capital  which 
we  described  as  an  essential  symptom  of  the  high  con¬ 
juncture. 

On  the  other  hand,  a  high  rate  of  interest  must  lower 
the  value  of  fixed  capital  and  cause  loss  to  employers  who 
are  engaged  in  creating  such  capital.  Many  enterprises 
can  scarcely  be  completed  as  long  as  the  rate  is  high.  The 
economic  possibilities  of  the  further  production  of  fixed 
capital  are  greatly  restricted.  Only  enterprises  which 
promise  an  exceptionally  high  profit  can  be  persisted  in. 
If  they  prove  less  remunerative  than  had  been  expected, 
and  unable  to  bear  the  high  interest  that  is  asked  for  the 
use  of  capital,  this  must  have  a  depressing  effect  upon  any 
inclination  to  take  up  new  plans  for  the  production  of 
fixed  capital. 

This  explains  why  a  protracted  high  rate  of  interest 
brings  about  a  decline  in  the  production  of  fixed  capital. 
But  the  production  of  consumers’  goods  does  not  suffer  to 
anything  like  the  same  extent  from  a  high  rate  of  interest. 
This  production  may  evince  some  abatement  together 
with  the  decline  in  the  production  of  fixed  capital,  but 
this  is  not  to  be  regarded  as  a  direct  consequence  of  the 
high  rate  of  interest  during  a  high  conjuncture;  it  is  a 
secondary  phenomenon.  However,  the  direct  effect 
of  the  high  rate  of  interest  on  the  production  of  fixed 
capital  is  enough  to  convert  the  high  conjuncture  into 
a  depression. 

11 
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Hence  the  rate  of  interest  has  a  quite  definite  effect 
upon  the  conjuncture-movement,  and  an  effect  always  in  a 
contrary  direction  to  that  movement.  In  the  depression 
there  is  a  low  rate  of  interest,  and  this  has  a  restorative 
effect  upon  enterprise;  in  the  high  conjuncture  there  is  a 
high  rate  of  interest,  and  this  acts  as  a  brake.  On  the 
other  hand,  the  rate  of  interest  is  itself  affected  by  the 
conjunctures.  The  depression  itself  causes  the  low  rate 
of  interest  which  helps  to  make  an  end  of  it;  the  high 
conjuncture  forces  the  rate  up  to  a  point  where  it  becomes 
intolerable,  and  the  high  conjuncture  itself  is  bound  to 
collapse.  There  is  thus  a  reciprocal  action  of  rate  of 
interest  and  conjuncture-movement. 

This  reciprocal  action  is  only  an  instance  of  the 
general  principle  of  action  and  reaction.  If  there  is  to  be 
any  stability  at  all,  all  action  must,  in  the  economic  as  well 
as  the  physical  world,  provoke  a  reaction.  The  fluctua¬ 
tions  of  the  rate  of  interest  are,  however,  not  the  only 
reactions  which  serve  to  check  the  conjuncture-move¬ 
ments.  Other  restricting  forces  are,  first,  the  rise  in  the 
prices  of  the  materials  of  fixed  capital,  which  may,  as  we 
have  seen,  be  very  considerable,  and  must  naturally 
greatly  hamper  the  further  production  of  such  capital. 
A  second  factor  checking  the  high  conjuncture  is  the 
advance  of  wages.  Both  these  elements  tend  to  make  the 
production  of  fixed  capital  dearer;  houses,  railways, 
factories,  etc.,  will  cost  a  great  deal  more  to  build  than  was 
allowed  for  in  the  plans.  This  phenomenon,  which  is  a 
rule  almost  without  exception  during  a  high  conjuncture, 
has  naturally  a  very  disturbing  effect  upon  the  possibilities 
of  profit,  even  upon  the  economic  vitality  of  many 
enterprises,  and  it  clearly  gives  little  encouragement  to 
further  enterprise.  When  the  value  of  the  already 
produced  fixed  capital  is  reduced  in  addition,  on  account 
of  the  low  rate  of  interest,  we  quite  understand  how  the 
rise  of  prices  and  wages,  together  with  the  higher  rate  of 
interest,  must  act  as  a  powerful  brake  upon  the  high 
conjuncture.  We  are  not  surprised  that  these  restricting 
forces  bring  to  an  end  the  abnormally  swollen  production 
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of  fixed  capital,  and  consequently  the  whole  high  con¬ 
juncture. 

It  might  rather  have  been  asked  how  it  is  possible 
that  in  the  high  conjuncture  proper,  when  the  prices  of 
the  accumulated  fixed  capital  have  already  begun  to  yield, 
the  high  prices  of  the  materials  and  labour  required  for 
the  creation  of  fixed  capital  can  be  maintained  for  some 
time.  It  is  due  to  the  fact  that  the  equipment,  buildings, 
etc.,  which  are  here  in  question,  for  the  most  part  promise 
an  exceptionally  high  profit  and  so  leave  a  certain  margin 
for  advance  of  cost;  also  to  the  fact  that  the  enterprises 
in  question  must,  if  they  have  been  begun,  be  carried 
through  even  at  a  sacrifice. 

The  depression  also  brings  out  corresponding  forces 
in  opposition  to  itself:  low  prices  of  all  materials  of  fixed 
capital  and  low  wages.  These  factors  cheapen  the  pro¬ 
duction  of  fixed  capital,  at  the  same  time  as  the  low  rate 
of  interest,  itself  a  result  of  the  depression,  raises  the 
value  of  the  completed  capital  objects.  The  co-opera¬ 
tion  of  these  forces  puts  an  end  to  the  depression  and 
brings  on  a  new  advance. 

The  rate  of  interest  has,  of  course,  a  certain  signifi¬ 
cance  in  connection  with  production  itself,  just  as 
have  the  prices  of  materials.  But  we  may  leave  this 
element  out  of  consideration  in  order  to  bring  out 
more  clearly  the  essential  effect  of  changes  in  the  rate 
of  interest. 

The  fluctuations  of  conjunctures  are,  as  a  rule,  some¬ 
what  accentuated  by  the  action  of  the  banks,  which  we 
mentioned  previously.  If  the  banks  keep  the  rate  of 
interest  too  low  at  the  beginning  of  a  period  of  advance, 
this  acts  as  a  special  encouragement  to  the  production  of 
capital,  and  helps  to  raise  the  high  conjuncture  still  higher. 
The  rise  in  the  general  level  of  prices  which  is  caused 
by  the  unduly  low  rate  ought  at  first  to  have  the  same 
effect. 
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§  80.  Further  Explanation  of  Conjuncture-Move¬ 
ments. 

From  what  we  have  said  the  conjunctures  in  their 
various  phases  must  be  regarded  as  a  result  of  the  reci¬ 
procal  action  of  the  enterprise  of  employers  and  the 
great  regulators  of  the  social  economy — the  prices  of 
materials,  wages,  and  the  rate  of  interest,  which  have  their 
roots  in  economic  scarcity.  After  this  explanation  there 
still  remain  a  few  questions  that  need  further  elucidation. 

In  the  first  place  it  might  be  asked :  Why  does 
not  the  reaction  of  the  various  restricting  forces  make 
itself  felt  at  once,  so  that  any  increase  or  decrease  in  the 
production  of  fixed  capital  is  prevented  from  the  start  ? 
It  might  be  supposed  that  in  this  way  we  could  gradually 
bring  about,  at  least  substantially,  a  state  of  constant 
equilibrium. 

But  we  must  bear  in  mind  that  the  reactions  in 
question  always  take  a  certain  amount  of  time  to  make 
themselves  felt.  The  curtailment  of  the  production  of 
fixed  capital  which  occurs  during  a  depression  is,  as  we 
saw,  generally  continued  for  a  certain  period  before  its 
effect  upon  the  rate  of  interest  is  fully  felt.  The  rate  of 
interest  in  turn  has  to  remain  low  for  some  time  in  order 
to  restore  and  consolidate  the  confidence  of  employers  in 
the  capital-market.  The  employers  also,  in  fine,  need 
time  to  prepare  new  plans,  adapted  to  the  changed  con¬ 
ditions,  and  get  to  work  on  them.  As  long  as  the  pro¬ 
duction  of  fixed  capital  remains  below  its  earlier  maxi¬ 
mum,  the  rate  of  interest  continues  to  fall,  giving  an 
increasing  incentive  both  to  the  public  seeking  invest¬ 
ments  and  to  employers  to  enter  upon  new  enterprises. 
And  as  soon  as  this  reaction  of  the  rate  of  interest  begins, 
and  the  production  of  fixed  capital  consequently  begins 
to  rise  above  its  last  maximum,  the  rate  of  interest  changes 
its  direction,  but  still  remains  for  a  time  too  low  to  be 
able  to  counteract  effectively  the  incipient  advance. 
Our  studies  have  also  shown  that  the  rate  of  interest  does 
in  fact  touch  its  minimum  at  the  end  of  the  depression, 
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that  it  slowly  rises  in  the  period  of  advance,  and  that  it 
only  advances  rapidly  during  the  high  conjuncture  proper. 

The  length  of  the  conjuncture-period  also  is  con¬ 
nected  with  the  fact  that  the  production  of  fixed  capital 
requires  time.  The  enterprises  which  are  planned  during 
the  depression  or  at  the  beginning  of  the  advance  generally 
need  several  years  for  their  completion.  Comparatively 
little  time  is  needed  for  erecting  houses.  One  or  two 
years  generally  suffice.  Railways,  canals,  hydraulic  works, 
etc.,  need  a  much  longer  time.  Hence  a  brisk  activity 
in  this  direction  cannot  at  once  be  cut  down  by  the 
restrictive  forces.  The  length  of  the  conjuncture-period 
is  thus  to  some  extent  connected  with  the  length  of  the 
period  of  production  of  the  matters  in  question.  It  is, 
therefore,  not  altogether  improbable  that  the  general 
tendency  to  shorten  the  time  required  for  building  and 
other  enterprises  which  is  characteristic  of  our  days  has 
also  co-operated  in  the  shortening  of  the  periods  of 
conjunctures  which  seems  to  have  taken  place  in  the 
twentieth  century. 

Add  to  this  that  the  increased  production  of  fixed 
capital  requires  on  its  own  side  an  enlargement  of  all  the 
equipment  and  means  of  transport  needed  for  this  pro¬ 
duction.  Even  the  production  of  consumers’  goods,  which 
has  its  share  in  the  high  conjuncture,  though  in  a  slighter 
and  secondary  degree,  will  require  new  machinery  and 
larger  installations.  This  expansion  of  the  high  con¬ 
juncture  naturally  takes  a  certain  time.  The  profits 
that  are  made  on  account  of  the  high  prices  of  products 
at  the  beginning  of  a  high  conjuncture  attract  to  new 
enterprises  or  enlargements,  based  upon  the  expectation 
that  the  high  prices  will  continue.  The  maintenance 
of  the  high  conjuncture  rests  to  a  great  extent  upon  the 
hopes  which  were  inspired  by  the  first  and  really  re¬ 
munerative  part  of  the  period  of  advance,  but  which  the 
later  period  cannot  realise,  because  the  counteracting 
forces,  which  are  always  unknown  to  or  underestimated 
by  the  general  public,  become  too  strong.  These  forces, 
however,  gain  in  strength  in  proportion  as  they  are  over- 
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looked.  In  some  spheres,  perhaps,  such  as  building,  they 
may  succeed  in  bringing  about  a  restriction  at  the  right 
time.  Generally,  however,  there  has  to  be  a  more  or 
less  violent  crisis  before  the  public  learns  not  to  lose  sight 
of  the  laws  of  economic  limitation. 

In  the  second  place  it  might  be  asked:  While  it  is  now 
clear  that  the  conjuncture-period  must  be  spread  over  a 
number  of  years,  why  is  there  not  at  least  a  gradual 
balancing  of  the  strength  of  the  upward  and  downward 
movements  as  a  result  of  the  restrictive  reactions  ?  To 
which  the  reply  is:  This  would  assuredly  be  the  case  if 
things  did  not  happen  from  time  to  time  which  cause  a 
renewal  of  the  entire  conjuncture-movement. 

Of  such  things  we  have,  in  the  first  place,  technical 
progress.  We  have  already  seen  that  modern  technical 
progress  is  essentially  embodied  in  a  wider  use  of  fixed 
capital.  The  best  instance  of  this  is  the  railways.  In 
the  nineteenth  century  the  construction  of  railways  was 
always  the  form  of  activity  which  gave  its  character  to 
a  high  conjuncture.  It  was  only  in  the  last  high  con¬ 
juncture  of  the  preceding  century  and  the  early  years  of 
this  century  that  the  leading  place  passed,  at  least  in  part, 
to  another  branch  of  enterprise — the  electrical  industry. 
In  the  middle  of  the  nineties,  when  the  rate  of  interest 
was,  perhaps,  lower  than  ever,  it  seems  to  have  been 
mainly  the  various  applications  of  electro-technics  that 
created  a  new  high  conjuncture  by  their  enormous 
demands  on  fixed  capital,  and  thus  started  once  more  the 
fluctuations  of  a  conjuncture.  Electric  tramways  which 
had  to  be  reconstructed  entirely  and  required  great 
quantities  of  iron  material,  electric  lighting,  large  power- 
stations,  telephones,  and  so  on,  have  in  the  present 
century  necessitated  a  vast  production  of  fixed  capital. 
All  these  improvements  have  become  the  objects  of  a 
lively  demand.  No  country,  no  district,  no  town  could 
be  content  without  the  blessings  of  these  new  achieve¬ 
ments  in  the  application  of  electricity.  They  were  not 
intimidated  by  the  possibility  of  a  stringency  of  capital 
until  it  was  impressed  upon  them  by  an  exceptionally 
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high  rate  of  interest,  or  even  the  impossibility  of  getting 
capital  at  all.  In  this  competition  States  and  municipal 
bodies  were  at  least  as  keen,  and  as  regardless  of  the  state 
of  the  capital  market,  as  private  enterprise. 

In  these  circumstances  a  conjuncture-movement 
that  is  already  much  enfeebled  is  bound  to  be  restored 
to  full  strength  by  some  new  technical  advance,  and  it 
will  then  continue  in  the  form  of  a  fluctuation  for  some 
time. 

Of  other  events  with  the  same  effect  we  have, 
especially,  the  opening  up  of  new  countries.  When 
an  uncivilised  or  half-civilised  country  is  opened  up  to 
civilisation,  there  is  immediately  a  considerable  new 
demand  for  means  of  transport,  bridges,  lighting  instal¬ 
ments,  and  particularly  houses  for  a  rapidly  growing 
population — in  a  word,  for  fixed  capital.  The  pro¬ 
nounced  high  conjunctures  since  the  middle. of  the  nine¬ 
ties  have  clearly  been  influenced  to  a  great  extent  by 
such  extensions  of  European  civilisation.  The  economic 
opening  of  the  whole  of  Eastern  Asia,  especially  China, 
is  bound  in  turn  to  inspire  new  large  demands  for  the 
production  of  fixed  capital,  and  will  in  all  probability 
lead  to  fresh  high  conjunctures.  But,  naturally,  the 
source  of  a  revival  of  conjuncture-movements  which  lies 
in  the  opening  up  of  new  countries  will  disappear,  though 
the  world-economy  will  still  have  great  tasks  to  meet, 
before  the  whole  world  is  more  or  less  equally  equipped 
with  the  material  foundations  of  European  civilisation. 

Thus  every  new  opportunity  to  use  fixed  capital 
profitably  on  a  large  scale  acts  as  a  cause  of  a  new  high 
conjuncture.  The  community,  as  we  have  repeatedly 
pointed  out,  always  has  a  large  number  of  such  oppor¬ 
tunities,  but  they  can  only  be  used  to  a  limited  extent  on 
account  of  the  rate  of  interest.  If  this  number  is  increased 
by  the  addition  of  opportunities  that  prove  remunerative 
even  when  the  rate  of  interest  is  high,  there  will  in¬ 
evitably  be  an  extraordinary  extension  of  the  production 
of  fixed  capital,  or  a  new  high  conjuncture.  The  man 
who  complains  of  conjuncture-movements,  and  condemns 
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a  social  order  that  facilitates  or  permits  them,  is  really 
complaining  of  the  advance  of  our  material  civilisation. 
Here  again  we  notice  how  the  critics  of  our  social  order 
conveniently  overlook  progress  and  all  the  difficulties 
it  entails  for  the  community,  and  so  simplify  the  matter 
for  themselves;  but  in  so  doing  they  make  it  impossible 
for  themselves  to  get  a  deep  insight  into  the  truth. 

Progress  cannot  be  absolutely  even.  Every  develop¬ 
ment,  spiritual  or  material,  has  its  periods  of  special 
activity  and  its  reactions.  As  far  as  material  production  is 
concerned,  we  have  particularly  to  bear  in  mind  that  all  un¬ 
evenness  in  production  for  current  consumption  is  always 
bound  to  lead  to  much  greater  unevenness  in  the  em¬ 
ployment  of  permanent  means  of  production  of  a  higher 
order.  As  these  are  fixed  capital,  and  as  the  conjuncture- 
movements  are  of  their  very  nature  fluctuations  in  the 
production  of  fixed  capital,  we  can  hardly  conceive  a 
complete  elimination  of  conjuncture-movements  in  a 
progressive  community.  In  proportion,  however,  as 
progress  is  retarded  or  made  steadier,  we  may  expect  a 
certain  moderation  of  the  conjuncture-movements.  After 
this  observation  it  is  only  natural  that  the  time  of  the 
great  industrial  revolution,  when  the  community  took 
the  decisive  step  from  the  old  to  the  new  economic 
order,  was  bound  to  witness  a  series  of  pronounced  high 
conjunctures  and  subsequent  depressions. 

When  we  speak  of  progress  in  the  economic  sense, 
we  must  always  include  the  growth  of  the  population. 
Every  increase  of  the  population  demands  a  corresponding 
increase  of  the  fixed  capital  of  the  community.  An 
increase  of  fixed  capital  above  the  average  must  clearly 
give  free  play  to  conjuncture-movements.  On  the  other 
hand,  a  generally  feeble  increase  of  fixed  capital  is  bound 
to  some  extent  to  have  a  restrictive  action  on  conjunctures. 
A  community  with  constant  population  might  succeed  in 
keeping  the  conjuncture-movements  within  narrow  limits. 
We  might  even  discover  some  such  effect  of  the  growth 
of  population  upon  conjunctures  by  comparing  different 
countries.  It  is  at  once  noticeable  how  much  more 
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important  Germany  and  the  United  States,  with  their 
huge  growth  of  population,  are  in  connection  with 
conjunctures,  and  how  much  more  they  are  influenced 
by  them  than  a  country  like  France  with  a  relatively 
stationary  population. 

We  therefore  come  to  the  conclusion  that  the  future 
of  conjunctures  depends  essentially  upon  the  future  of 
material  progress,  conceived  in  both  the  qualitative 
and  quantitative  sense. 

From  our  point  of  view,  what  is  the  position  of 
speculation,  which  is  very  generally  conceived  to  be  an 
essential  factor  in  conjuncture- movements  ?  Certainly, 
it  would  not  do  to  overlook  the  share  of  speculation  in  a 
high  conjuncture.  Exaggerated  ideas  and  hopes  of  the 
economic  possibilities  of  the  community  are  powerful 
impelling  forces  in  every  high  conjuncture.  But  at  the 
bottom  speculation  is,  apart  from  its  excesses,  only  to  be 
used  as  an  expression  of  the  zeal  of  employers  to  profit  by 
meeting  the  increased  demand  of  the  community  for  fixed 
capital.  As  this  demand  has  its  roots  in  the  desire  of  the 
community  to  make  use  of  technical  discoveries  or  new 
countries,  the  determination  of  the  nation  to  grow — in  a 
word,  the  national  will  to  progress — we  may  say  that 
speculation  is  only  a  projection  upon  the  employing 
world  of  the  social  will  to  progress.  The  fluctuating 
movement  of  conjunctures  is  an  outcome  of  the  struggle 
of  this  will  to  progress  with  the  economic  scarcity  that  it 
encounters  at  all  points.  In  this  struggle  speculation 
has  its  place  under  modern  conditions,  but  it  is  not  an 
essential  form  of  it. 

Such  being  the  case,  the  conjuncture- movement  is  not 
bound  up  with  a  social  order  based  upon  private  enter¬ 
prise.  As  long  as  there  is  a  will  to  progress,  and  as  long 
as  the  material  conditions  of  the  satisfaction  of  this 
desire  require  a  large  use  of  fixed  capital,  we  must  expect 
a  fluctuation  in  the  productive  activity  of  the  community 
akin  to  the  present  conjuncture- movements. 

Socialists  trust  that  a  socialisation  of  the  means  of 
production  will  make  an  end  of  conjuncture- movements 
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in  putting  an  end  to  private  capitalistic  enterprise.  This 
belief  seems  to  have  little  basis  in  the  scientific  analysis 
of  conjunctures.  The  possibility  of  diverting  social 
production  excessively  in  the  direction  of  an  increased 
production  of  fixed  capital  is  present  in  every  social 
order.  Since  these  changes  are  in  the  long  run  due  to  a 
will  to  progress,  a  desire  to  profit  at  once  by  new  possi¬ 
bilities,  they  will  hardly  be  more  easily  avoided  in  a 
Socialistic  community  than  in  a  system  of  “  private 
capitalism.”  All  experience  has  shown  up  to  the  present 
that  it  is  difficult  to  resist  demands  upon  the  State  and 
the  municipality,  especially  under  a  democratic  constitu¬ 
tion.  Public  bodies  already  have  very  wide  productive 
functions,  and  these  require  a  great  deal  of  fixed 
capital.  As  producers  they  have  scarcely  contributed  to  a 
lessening  of  the  conjuncture- movements;  indeed,  their 
increasing  demands  have  made  the  high  conjunctures 
all  the  worse.  Hence  a  further  transfer  of  the  ownership 
of  fixed  capital  to  the  State  and  the  municipality  is 
scarcely  in  itself  a  means  of  checking  conjuncture-move¬ 
ments. 

There  is  another  question,  which  we  cannot  answer 
here:  Whether  public  enterprise,  by  a  more  far-seeing 
policy,  based  upon  a  thorough  knowledge  of  the  nature  of 
conjuncture-movements,  could  not  bring  about  a  certain 
modification  of  conjunctures  ?  It  remains  to  be  seen 
what  will  come  of  various  recent  experiments  in  this 
direction.  In  most  countries,  however,  the  conditions 
for  such  a  policy  are  entirely  wanting. 

§  81.  Crises. 

Why  cannot  a  high  conjuncture,  when  the  conditions 
for  its  continuance  exist  no  longer,  not  pass  gradually 
into  the  depression,  much  as  it  itself  gradually  developed 
out  of  the  depression  ?  Experience  teaches  us  that  this 
is  not  the  case:  that  the  high  conjuncture  suddenly 
breaks,  and  often  ends  in  a  catastrophe.  This  catastrophe, 
which  we  call  an  economic  crisis,  is  mainly  characterised 
by  a  general  incapacity  to  meet  existing  liabilities.  The 
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well-known  accompaniments  of  it  are  great  losses,  com¬ 
pulsory  sales,  abnormal  increase  in  the  number  and 
extent  of  bankruptcies,  and  a  general  want  of  confidence. 

This  situation  shows  that  the  employers  must  have 
gone  astray  on  some  point;  they  must  have  made  calcula¬ 
tions  which  have  proved  unsound.  What  is  this  point  ? 

According  to  a  very  widely  accepted  view,  the  crisis 
must  be  regarded  as  a  result  of  overproduction.  It 
would  therefore  be  due  to  a  wrong  estimate  of  the  demand, 
an  overestimate  of  the  real  needs  of  the  community. 
It  cannot  be  denied  that  wrong  estimates  and  over¬ 
estimates  of  this  sort  do  commonly  play  a  part  in  every 
high  conjuncture  and  intensify  the  crisis.  This  was 
especially  the  case  with  the  older  forms  of  crisis.  But  in 
modern  crises  it  is  not  primarily  a  question  of  overproduc¬ 
tion  in  this  sense.  As  the  high  conjuncture  is  character¬ 
ised  by  an  extraordinarily  increased  production  of  fixed 
capital,  we  should  have  to  look  to  this  sphere  above  all 
for  the  overproduction.  But,  as  we  proved  previously, 
it  appears  that  the  services  of  fixed  capital,  which  are  the 
object  of  the  demand  of  the  consuming  public,  are,  as  a  rule, 
not  in  excess  even  in  the  last  part  of  a  high  conjuncture; 
that,  on  the  contrary,  the  fixed  capital  has  to  be  used  to 
the  utmost  to  meet  the  demand.  Even  the  materials 
of  fixed  capital  are  not  produced  to  excess  during  the 
high  conjuncture.  On  the  contrary,  it  commonly  shows 
an  unmistakable  scarcity  of  these  materials — a  scarcity 
which  makes  itself  felt  especially  in  the  extraordinarily 
high  prices  of  such  commodities.  The  iron  output,  for 
instance,  is  often  sold  up  to  the  crisis,  and  sometimes 
even  beyond.  There  can,  therefore,  be  no  question  of  an 
overproduction  of  the  materials  of  fixed  capital  to  such 
an  extent  as  to  serve  as  a  general  explanation  of  crises. 

It  seems,  then,  that  no  link  is  missing  in  the  chain  that 
normally  connects  the  producers  with  the  consumers.  How 
is  it,  in  that  case,  that  the  chain  breaks  f  The  answer  is: 
The  typical  modern  high  conjuncture  does  not  mean  over¬ 
production  or  an  overestimate  of  the  demands  of  consumers 
or  the  needs  of  the  community  for  the  services  of fixed  capital , 
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but  an  overestimate  of  the  supply  of  capital ,  or  of  the 
amount  of  savings  available  for  taking  over  the  real  capital 
produced.  What  is  overestimated  is  the  capacity  of  the 
capitalists  to  provide  savings  in  sufficient  quantity.  We 
must  bear  in  mind  that  this  capacity  has  to  be  estimated 
several  years  in  advance,  since,  on  the  average,  there  are 
several  years  between  the  time  when  the  work  is  planned 
and  the  time  when  it  makes  its  full  demand  upon  the 
community’s  savings.  The  individual  employer  has  no 
other  means  of  judging  the  condition  of  the  capital- 
market  except  the  rate  of  interest.  During  the  depression 
and  the  first  part  of  the  high  conjuncture  however,  the 
rate  is  low,  or  at  least  moderate.  The  demands  for  capital- 
disposal  which  result  from  the  increased  activity  of  em¬ 
ployers  in  the  sphere  of  the  production  of  fixed  capital 
do  not  yet  make  themselves  fully  felt.  It  is,  therefore, 
quite  possible  that  enterprises,  such  as  the  construction 
of  houses,  railways,  etc.,  will  be  planned,  and  even  begun, 
in  such  quantities  that,  when  their  need  of  capital  after¬ 
wards  makes  itself  felt,  it  cannot  be  satisfied. 

The  high  conjuncture  must  thus  be  pressed  onward, 
but  at  last  there  will  come  a  time  when  it  is  clear  that  the 
market  cannot  find  savings  for  the  purchase  of  the  real 
capital  produced  in  sufficient  amounts.  There  must 
then  be  a  sudden  fall  in  the  value  of  the  real  capital,  and 
employers  must  find  it  extraordinarily  difficult  to  get  the 
capital  they  need,  either  by  loan  or  selling.  On  this  they 
have  not  calculated  in  incurring  the  current  liabilities 
they  did  in  the  course  of  their  productive  undertakings. 
When  it  becomes  clear  that  they  have  gone  astray  on  this 
point,  the  consequence  is  bound  to  be  a  general  incapacity 
to  meet  liabilities  incurred.  This  spreads  wider  and 
wider,  as  the  whole  business  world  depends  to  a  great 
extent  on  the  punctual  discharge  of  obligations  that  fall 
due.  There  is  bound  to  be  an  economic  crisis. 

This  wrong  estimate  of  the  future  condition  of  the 
capital  market  would  not  lead  to  such  a  catastrophe  if 
the  individual  employer  secured  in  advance  the  whole  of 
the  capital  he  needs  to  carry  out  his  plans.  Under 


HOW  TO  AVOID  CRISES  627 

present  conditions  this  can  rarely  be  done.  Share- 
capital,  which  is  subscribed  for  the  purpose  of  realising 
a  large  undertaking,  represents,  as  a  rule,  only  a  part, 
sometimes  only  a  very  small  part,  of  the  whole  of  the 
capital  needed.  People  generally  persuade  themselves 
that  in  the  future  it  will  be  possible  to  get  the  requisite 
capital  by  the  issue  of  debentures,  by  bank- credits,  and 
so  on.  Moreover,  share-capital  is,  as  a  rule,  not  paid  up 
at  once.  The  payments  are  often  deferred  for  fairly 
long  periods.  Here  again,  therefore,  calculations  are 
based  upon  the  capital  market  of  the  future.  In  addition, 
the  share  subscribers  usually  go  beyond  their  own  means, 
and  require  capital  that  they  must  get  by  loans,  often 
only  for  a  short  period.  It  is  clear  that  subscriptions 
of  this  sort  do  not,  from  the  economic  point  of  view, 
represent  a  real  actual  command  of  capital  on  the  part 
of  employers.  But  even  in  the  case  where  the  individual 
enterprise  has  secured  capital  in  advance,  this  capital 
will  be  temporarily  put  out  at  interest  before  it  is  used 
in  the  enterprise  and  will  be  placed  at  the  disposal  of  the 
community  through  the  banks  or  in  some  other  way. 
It  will  be  used  in  other  enterprises,  and  will,  from  the 
economic  point  of  view,  be  no  longer  available.  In  these 
complicated  circumstances  we  can  easily  understand  how 
the  demands  which  actual  enterprise  makes  upon  the 
capital  market  of  the  future  are  not  in  their  totality 
clearly  realised,  and  how  the  capacities  of  this  future 
market,  to  meet  the  demands,  are  overestimated.  The 
individual  who  would  put  his  business  on  solid  founda¬ 
tions  has  always  the  alternative  of  securing  the  whole  of  his 
capital  from  the  start.  If  the  deepest  cause  of  the  crisis 
is  a  wrong  estimate  of  the  possibilities  of  obtaining  on  the 
future  market  the  capital  that  is  required  for  carrying 
out  an  enterprise  that  has  been  begun,  the  best  means  of 
meeting  the  danger  of  a  crisis  is  in  this  policy.  Obviously, 
however,  it  can  only  be  done  in  practice  to  a  limited  extent. 
Calculation  in  advance  of  the  future  capital- requirements 
of  an  enterprise  is  up  against  the  difficulty  that  the  rise 
of  prices  and  wages  during  a  high  conjuncture  often  adds 
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considerably  to  the  cost,  and  thus  the  future  requirements 
of  capital,  both  of  the  individual  enterprise  and  the  whole 
business  world,  will  be  greater  than  was  calculated.  To 
avoid  unpleasant  surprises  of  this  kind  it  would  be  neces¬ 
sary  to  take  account  of  the  coming  rise  of  prices  at  the 
beginning  of  a  high  conjuncture. 

However,  the  question  of  the  provision  of  capital 
during  a  high  conjuncture  cannot  be  fully  considered 
from  this  private  economic  point  of  view.  From  the 
general  economic  point  of  view  there  can  be  no  such  thing 
as  a  securing  of  capital  in  advance :  the  capital  that  is  used 
to-day  must  always  be  taken  from  the  social  income  of  to¬ 
day.  Actually,  therefore,  there  can  only  be  question  in 
any  case  of  a  correct  estimate  of  the  whole  of  the  demands 
for  capital  which  will  arise  simultaneously  during  the  high 
conjuncture;  and  it  is  not  easy  to  make  such  an  estimate. 

That  the  crisis  really  consists  in  an  acute  scarcity  of 
capital — that  is  to  say,  of  savings — to  purchase  the  real 
capital  produced  is  partly  shown  by  the  great  difficulty 
of  selling  the  ready-made  fixed  capital  or  getting  means 
to  pay  the  costs  of  its  production,  and  partly  by  the 
very  general  inability  to  complete  undertakings  that 
have  been  begun.  In  either  case  the  lack  of  capital  must 
mean  heavy  losses.  They  are  bound  to  be  especially 
severe  when  enterprises  that  have  been  begun  and  cannot 
be  completed  must  suffer  damage,  or  even  be  destroyed 
and  entirely  abandoned.  Instances  of  both  effects 
of  the  lack  of  capital  may  be  seen  in  every  severe  crisis. 

The  increasing  stringency  of  the  supply  of  capital 
during  a  high  conjuncture  is  hidden  in  a  confusing  way 
from  the  business  world  by  the  usual  considerable  increase 
of  bank  media  of  payment  at  such  a  time,  as  the  individual 
employer  naturally  regards  these  as  capital.  When  the 
banks  afterwards  find  it  necessary  in  their  own  interest 
to  cut  down  this  excessive  supply  of  media  of  payment, 
the  real  scarcity  of  capital  is  suddenly  and  acutely  felt. 
It  is  obvious  that  this  may  accelerate  and  greatly  aggravate 
the  crisis. 


APPENDIX  I 

TO  THE  FIRST  BOOK 

THERE  is  a  very  widespread  idea  that  the  experiences 
of  the  World  War  have  upset  all  previous  theory  of 
national  economy;  that  everything  is  changed  beyond 
expectation;  that  the  whole  of  the  old  economic  theory 
has  broken  down;  and  that,  if  there  can  any  longer  be 
question  of  such  a  science,  it  must  be  reconstructed  from 
the  foundations. 

That  is  not  the  case.  The  economic  theory  that  is 
presented  in  this  work  remains  sound  after  all  the  experi¬ 
ences  of  the  War,  and  is  a  suitable  foundation  for  the 
scientific  treatment  of  the  new  facts  which  the  War 
has  provided.  The  political-economic  measures  of  the 
belligerent  and  the  neutral  nations  also  are  critically 
illuminated  in  the  light  of  this  theory;  and  fatal  errors 
in  this  sphere  could  have  been  avoided  if  there  had  been 
a  more  accurate  knowledge  of  the  principles  of  pricing  and 
the  theory  of  money. 

Here  we  will  examine  the  phenomena  of  the  war- 
economy  from  the  point  of  view  of  the  general  theory 
of  pricing  given  in  Book  I.  This  is  based  upon  a  con¬ 
ception  of  the  exchange  economy  broad  enough  to  embrace 
not  only  the  traditional  social  order,  but  even  a  Socialist 
system.  Does  this  broad  conception  of  the  social  economy 
suffice  to  explain  all  the  phenomena  of  the  war-economy  ? 
No,  the  war-economy  has  really  introduced  an  essentially 
new  element;  one  which  is  outside  the  range  of  every 
exchange  economy,  and  therefore  cannot  be  considered 
by  our  theory  of  prices.  This  new  element  of  the  war- 
economy  is  rationing. 

According  to  our  definition  the  exchange  economy 
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is  characterised  by  the  fact  that  each  individual  economy 
within  the  limits  of  its  income  has  full  liberty  in  the 
choice  of  consumption.  This  liberty,  which  would 
remain  even  under  Socialism,  is  restricted  by  rationing, 
and  so  this  is  an  essentially  new  element,  and  really  the 
only  new  element  the  war-economy  introduced.  Ration¬ 
ing  is  of  its  very  nature  a  Communist  principle.  It  has, 
however,  not  displaced  the  exchange  economy,  but  been 
added  to  it. 

In  the  exchange  economy  the  demands  of  consumers 
are  kept  by  prices  within  such  narrow  limits  that  they 
can  be  met  with  the  available  supply  of  utilities.  This 
necessary  limitation  of  consumption,  which  pricing 
secures  with  mild  means  suited,  as  far  as  possible,  to 
individual  wishes,  is  effected  in  a  much  more  rigorous  way 
by  rationing.  This,  however,  does  not  abolish  the 
restrictive  action  of  fixing  prices.  A  price  has  to  be  paid 
for  the  rationed  commodities,  and  it  is  conceivable  that 
some  consumers  will  be  induced  by  the  pressure  of  prices 
to  curtail  their  requirements  even  more  than  the  ration¬ 
ing  intends.  In  any  case,  paying  for  the  rationed  com¬ 
modities  requires  a  certain  purchasing  capacity,  and 
therefore  proportionately  reduces  the  purchasing  capacity 
for  other  utilities.  Hence  pricing  retains  its  function  of 
restricting  consumption  even  under  a  rationing  scheme. 

The  price  of  a  rationed  commodity  may  obviously 
be  lower  than  it  would  otherwise  be.  If  this  were  not  so, 
the  price  alone  would  suffice  to  secure  the  necessary 
limitation  of  consumption,  and  rationing  would  be  super¬ 
fluous.  If  the  rationing,  with  all  its  inconveniences,  is  to 
be  justified  at  all,  it  must  facilitate  a  much  lower  price 
than  would  otherwise  be  necessary.  Hence  rationing  was 
especially  advisable  in  cases  where  without  it  prices  would 
have  to  have  risen  very  considerably  more  in  order  to 
restrict  consumption  sufficiently.  This  applies  especially  to 
commodities  of  primary  necessity.  The  demand  for  such 
things  is  very  inelastic,  and  in  case  of  great  scarcity  can 
only  be  sufficiently  checked  by  an  abnormal  rise  of  prices. 
But  this  would  affect  consumers  very  unequally.  Certain 
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strata  of  the  population  would  not  need  to  limit  them¬ 
selves,  and  others  would  have  to  restrict  their  consump¬ 
tion  all  the  more.  Moreover,  excessive  prices  would  in 
many  cases  put  too  heavy  a  burden  on  the  purchasing 
capacity,  and  so  reduce  out  of  all  proportion  the  capacity 
for  consuming  other  utilities. 

Bread  is  the  leading  example  of  a  commodity  for 
which  rationing  may  be  desirable  for  this  reason  in  case 
of  great  scarcity.  This  is  not,  however,  as  is  often 
supposed,  to  restrict  the  consumption  of  the  wealthier 
classes.  What  is  gained  by  such  restriction  gives  only  a 
very  slight  addition  to  the  share  of  the  rest  of  the  popula¬ 
tion.  The  significance  of  rationing  bread  is  rather  in 
the  restriction  of  the  consumption  of  the  better-paid 
workers.  During  the  War  large  numbers  of  these  workers, 
both  in  belligerent  and  neutral  countries,  earned  a  great 
deal  of  money,  and  very  high  prices  of  wheat  would  have 
been  necessary  if  their  demands  for  it  were  to  be  checked 
sufficiently  by  prices  alone.  Hence  the  rationing  of  bread 
means  mainly  a  more  equable  distribution  of  the  available 
supply  amongst  the  economically  very  unequally  placed 
groups  and  individuals  within  the  working  class. 

It  may  be  asked  whether  rationing  is  likely  to  survive 
the  War  and  be  retained  permanently  alongside  of  pricing 
as  a  means  of  restricting  consumption  ?  In  answering 
this  question  we  must  bear  in  mind  that  the  lower  price 
made  possible  by  rationing  generally  also  means  a  smaller 
production,  a  worse  supply  of  the  rationed  commodity 
to  the  community.  The  productive  forces  are  directed 
too  extensively  to  non-rationed  utilities.  This  direction 
of  production  is  not  in  harmony  with  the  wishes  of  con¬ 
sumers,  who  would  have  their  wants  met  better  without 
rationing.  As,  moreover,  rationing  costs  a  good  deal 
both  in  money  and  in  special  inconveniences  to  individuals, 
we  must  assume  that  there  will  only  be  question  of  it  in 
cases  where  there  is  a  temporary  and  insuperable  scarcity 
of  some  commodity  of  primary  necessity.  In  such  cases 
it  must  be  regarded  as  a  valuable  supplement  of  the 
economic  method  of  the  normal  system, 
u 
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The  theoretical  treatment  of  pricing  in  an  economy 
subject  to  a  certain  amount  of  rationing  offers  no  par¬ 
ticular  difficulties;  it  requires  only  some  slight  modifica¬ 
tions  of  the  theory  of  pricing  in  the  normal  economy. 
The  assumptions  we  have  made  in  regard  to  this  economic 
form  represent  the  essentials  from  which  all  economic 
theory  must  start,  and  the  working  out  of  a  theory  of 
prices  on  these  foundations  is  the  first  task  of  economic 
science.  The  War  has  made  no  change  in  this  respect. 

The  direct  Government  interferences  with  prices 
that  often  occurred  in  every  country  during  the  War 
must  not  be  regarded  as  modifications  of  the  exchange 
economy  that  might  require  a  modification  of  the  theory 
of  pricing;  they  must  be  treated  simply  as  arbitrary 
attempts  to  modify  the  pricing  process.  They  are 
always  based  upon  a  defective  knowledge  of  the  inherent 
necessity  of  the  process,  and  must  yield  results  that  were 
not  foreseen.  These  disturbances  can  very  well  be  dealt 
with  within  the  lines  of  the  given  theory.  The  value  of 
a  sound  theory  of  prices  has  been  shown  very  clearly  during 
the  War  in  the  sense  that  the  unfortunate  consequences 
of  arbitrary  interferences  could  have  been  foreseen. 
Practically,  this  value  has,  unfortunately,  been  very 
much  reduced,  as  the  leaders  of  the  economic  policy 
troubled  themselves  very  little  about  a  sound  economic 
theory. 

What  was  especially  lacking  was  the  knowledge  of  the 
fact  that  pricing  has  a  socio-economic  object.  The 
Government  measures  for  regulating  prices  generally 
started  from  a  very  primitive  idea  of  prices.  This  was 
seen  in  cases  where  the  price-policy  of  the  State  was 
combined  with  the  seizure  of  a  commodity,  or  a  mono¬ 
poly  of  the  imports  and  exports  of  it.  In  those  cases  the 
State  had  to  fix  a  price,  and  it  generally  calculated  this 
on  the  basis  of  a  perfectly  naive  theory  of  cost  which  often 
took  into  account  only  general  average  cost  without  any 
regard  to  the  differential  principle.  This,  naturally, 
was  bad  for  the  producers  with  heavier  costs,  and  it  un¬ 
necessarily  restricted  the  total  output.  But  the  most 
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important  blunder  was  that  the  socio-economic  task  of 
prices  which  consists  in  checking  the  demand  was  entirely 
overlooked.  As  the  State,  without  regard  to  this  object, 
put  its  prices  too  low  the  demand  could  only  be  met  by 
having  a  strict  rationing  at  the  same  time.  It  often 
happened  that  the  State,  in  order  to  secure  a  tolerably 
satisfactory  supply,  fixed  a  fairly  high  purchase  price, 
and  at  the  same  time  offered  the  thing  to  consumers  at  a 
lower  price  and  covered  the  difference  itself.  That  is, 
obviously,  a  violation  of  the  principle  of  cost.  As  the 
means  for  such  abatement  must  be  found  somewhere,  it  is 
very  doubtful  whether  anything  more  than  an  apparent 
advantage  is  to  be  got  in  this  way.  As  a  matter  of  fact, 
the  means  were  mostly  got  by  a  consumption  of  savings. 
The  injury  that  this  did  to  the  accumulation  of  capital 
has  had  very  unpleasant  consequences  since  the  War, 
and  large  sections  of  the  population,  especially  the  in¬ 
dustrial  workers,  have  been  hard  hit  by  them. 

Particularly  irrational  was  the  pricing  policy  of  the 
State  when  it  simply  tried  to  control  prices  by  legislation. 
The  evil  experiences  of  the  effects  of  maximum  prices 
have  accumulated  in  such  abundance  since  the  very  dawn 
of  history  that  any  repetition  of  this  policy  ought  to  have 
been  out  of  the  question. 

The  policy  of  a  maximum  price  often  sins  against  the 
principle  of  cost,  and  nearly  always  also  against  the 
principle  that  prices  must  be  sufficiently  high  to  secure 
an  adequate  restriction  of  the  demand.  In  this  way 
maximum  prices  cause,  first,  an  uneconomical  diversion 
of  the  social  productive  factors,  which  are  taken  away 
from  some  particularly  desirable  production;  secondly ,  a 
slackening  of  the  interest  of  the  producer  and  consequently 
a  reduction  of  the  social  productivity;  thirdly ,  an  un¬ 
economical  consumption  for  purposes  which  ought  not  to 
be  met  on  sound  pricing  principles,  or  a  consumption 
not  sufficiently  restricting  present  wants  and  there¬ 
fore  providing  badly  for  the  future;  fourthly ,  an  un¬ 
economic  use  of  materials  and  consumable  goods  within 
the  productive  sphere,  because  they  would  have  to  be  sold 
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outside,  only  at  the  maximum  prices;  and,  fifthly ,  an 
artificial  strengthening  of  the  purchasing  capacity  for 
commodities,  perhaps  less  useful,  without  maximum 
prices,  so  that  the  prices  of  them  are  driven  excessively 
high. 

All  these  results,  theoretically  foreseen,  were  realised; 
and  so  abundantly  that  they  form  a  rich  collection  of 
good  examples  to  illustrate  the  theory  of  prices.  The 
numerous  and  often  fatal  blunders  of  the  State-regula¬ 
tion  of  prices  could  have  been  avoided  for  the  most  part 
if  there  had  been  more  knowledge  of  the  socio-economic 
object  of  pricing  as  the  regulator  of  the  economy  generally. 

The  experiences  in  regard  to  the  State-regulation  of 
prices  which  were  gathered  during  the  War  can  thus  only 
emphasise  the  value  of  having  a  firm  and  clear  theory  of 
prices.  They  certainly  involve  no  change  in  the  account 
given  in  this  work. 


APPENDIX  II 

TO  THE  THIRD  BOOK 

THE  results  of  the  War  in  the  financial  sphere 
have  somewhat  astonished  the  world.  No  one  had 
imagined  that  anything  of  the  kind  could  happen.  The 
business  world  and  the  leaders  of  finance  in  all  countries 
were  thrown  into  confusion,  and  to  this  day  they  have 
not  been  able  to  get  a  correct  and  clear  idea  of  what 
has  happened.  The  explanations  of  the  rise  of  prices, 
the  increase  of  circulation,  and  the  movements  of  the 
international  exchanges,  which  were  published  officially 
and  in  financial  journals,  were  mostly  quite  untenable, 
and  gave  no  clue  to  the  inner  nature  of  events. 

Economic  science  has  a  great  task  here.  There  are  really 
two  new  experiences  of  fundamental  importance  which 
must  now  be  used  in  a  further  development  of  the  theory 
of  money:  first,  the  direct  dependence  of  the  general 
level  of  prices  upon  the  deliberate  creation  of  new  media 
of  payment ;  secondly,  the  predominant  influence  of  the 
relative  value  of  money  in  various  countries  upon  the 
exchanges  between  them.  From  the  beginning  of  the 
War  I  took  pains  to  collect  material  to  illustrate  these 
matters  and  try  to  extract  from  them  a  consistent  explana¬ 
tion  of  the  phenomena.  My  results  have  been  published 
in  various  periodicals  and  books  during  the  War.  I 
afterwards  collected  them  in  my  Memorandum  on  the 
World’s  Monetary  Problems ,  which  was  compiled  at  the 
invitation  of  the  committee  of  the  League  of  Nations  for 
the  International  Financial  Conference,  at  Brussels  in 
1920.  There  was  a  second  memorandum  in  1921.* 

In  the  main  these  studies  are  based  upon  the  funda¬ 
mental  theory  of  money  that  is  presented  in  the  present 

•  Both  memoranda  were  published  by  Constable  (London). 
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volume.  This  foundation  may  as  a  whole  remain  un¬ 
changed.  Neither  have  I  here  made  any  change' in  my 
account  of  money,  but  have  published  it,  with  unimpor¬ 
tant  additions,  just  as  it  was  written  before  the  War.  This 
is  true  also  of  a  point  on  which  my  idea  has  been  some¬ 
what  changed  by  the  experiences  of  the  War:  the  question 
of  the  effect  on  prices  of  an  increase  of  the  quantity  of 
money.  I  have  always  opposed — as  is  clear  from  my 
eleventh  chapter — the  purely  dogmatic  conception  of 
the  quantity  theory,  and  have  never  been  associated 
with  those  supporters  of  the  theory  who,  like  Irving 
Fisher,  put  it  forward  as  a  self-evident  truth.  The 
dependence  of  the  level  of  prices  upon  changes  in  the 
quantity  of  money  could,  in  my  opinion,  only  be  settled 
by  experience.  These  experiences,  however,  could  only 
be  acquired  by  the  use  of  the  simplest  standard,  the 
paper  standard.  During  the  War  nearly  all  the  standards 
in  the  world  became  paper  standards,  and  the  quantities 
of  paper  money  became  gradually  very  considerable,  but 
increased  in  different  degrees.  Here  was  an  opportunity 
to  study  the  influence  of  the  quantity  of  money  on  prices 
such  as  we  had  never  had  before. 

The  chief  result  that  adds  to  our  knowledge  is  that 
a  new  creation  of  media  of  payment  in  order  to  strengthen 
the  social  purchasing  capacity  immediately  causes  a  pro¬ 
portionate  rise  of  the  general  price  level,  with  an  increase 
of  media  of  payment  remaining  in  the  hands  of  the  public. 
The  sequence  is  that  the  artificially  newly  created 
purchasing  power,  since  it  is  in  competition  with  what 
already  exists,  sends  up  prices,  and  that  at  the  higher 
prices  a  correspondingly  larger  quantity  of  media  of  pay¬ 
ment  is  required  to  meet  trade-needs.  For  the  latter 
reason  there  is  a  proportion  between  the  increase  of  the 
media  of  payment  and  the  rise  of  the  general  price  level. 
The  real  cause  of  the  advance  of  prices  is  in  any  case 
the  artificial  increase  of  purchasing  power  by  the  creation 
of  new  media  of  payment.  This  method  of  represent¬ 
ing  matters  differs  clearly  from  the  usual  account  of 
the  quantity  theory. 
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The  second  experience  of  importance  to  the  theory 
of  money  which  the  War  gave  refers  to  the  international 
exchanges.  The  theory  of  exchanges  was  hitherto 
chiefly  concerned  with  the  case  in  which  the  two  stan¬ 
dards  to  be  compared  were  based  upon  gold.  But  this  is, 
as  we  saw  in  the  twelfth  chapter,  a  complex  case,  and  is 
not  fitted  to  bring  out  clearly  the  essential  points  of  the 
theory  of  the  exchanges.  It  is  only  by  studying  the 
theoretically  simplest  case,  where  there  is  a  paper 
standard  on  both  sides,  that  it  is  possible  to  discover  the 
essential  determining  factor  of  the  rate  of  exchange. 
The  War  has  given  us  the  opportunity  we  never  had 
before,  as  it  converted  nearly  all  the  standards  in  the 
world  into  paper  standards  which  steadily,  but  unevenly, 
deteriorated. 

My  studies  in  this  sphere  could  be  based  immediately 
on  the  theory  of  international  payments  expounded 
in  my  twelfth  chapter.  The  chief  result  is  that  the  rate  of 
exchange  between  two  countries  with  a  paper  standard 
is  determined  by  the  ratio  of  the  value  of  money  in  one 
and  the  other  country.  As  this  money  value  is  measured 
by  the  purchasing  power  of  the  money  in  the  relevant 
country,  we  may  say  that  the  chief  determining  factor 
of  the  rate  of  exchange  lies  in  the  ratio  of  the  inherent 
purchasing  power  of  the  money  in  the  one  and  the 
other  country.  This  represents  the  equilibrium  of  the 
exchange,  and  may  conveniently  be  called  the  parity  of 
purchasing  power  of  the  two  countries.  The  rate  of 
exchange  is  therefore  primarily  determined  by  the  parity 
of  purchasing  power.  This  result  holds  good  even  in  the 
case  of  a  gold  standard,  as  is  easy  to  see  from  the  idea  of  a 
gold  standard  that  is  given  in  the  course  of  the  work. 

My  investigations  of  the  monetary  experiences 
during  and  after  the  War  are  represented  system¬ 
atically  in  my  book:  Money  and  Foreign  Exchange  after 
1914  (London:  Constable;  New  York:  Macmillan), 
which  I  should  like  to  have  regarded  as  a  complement 
to  the  account  of  the  theory  of  money  as  given  in  the 
present  work. 
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The  Sauerbeck  Index  Figures  1846-1913;  for  the  Period  1850-1910 
the  Same  Figures  are  divided  by  the  Relative  Gold-Supply 
(in  Third  Column.)* 


Year. 

Index 

Figures. 

Di¬ 

vided. 

Year. 

Index 

Figures. 

Di¬ 

vided. 

1846  .. 

89 

1879  .. 

83 

76 

1847  .. 

95 

1880  .. 

88 

81 

1848  .. 

78 

1881  .. 

85 

79 

1849  .. 

74 

1882  .. 

84 

79 

1850  .. 

77 

77 

1883  .. 

82 

79 

1851  .. 

75 

74 

1884  .. 

76 

73 

1852  .. 

78 

75 

1885  .. 

72 

7i 

1853  •• 

95 

89 

1886  .. 

69 

69 

1854  .. 

102 

94 

1887  .. 

68 

69 

1855  .. 

101 

91 

1888  .. 

70 

72 

1856  .. 

101 

90 

1889  .. 

72 

75 

1857  .. 

105 

93 

1890  .. 

72 

75 

1858  .. 

91 

80 

1891  .. 

72 

76 

1859  •• 

94 

82 

1892  .. 

68 

73 

i860  .. 

99 

85 

1893  .. 

68 

73 

1861  .. 

98 

84 

1894  .. 

63 

68 

1862  .. 

101 

86 

1895  .. 

62 

67 

1863  .. 

103 

88 

1896  .. 

61 

66 

1864  .. 

105 

90 

1897  .. 

62 

67 

1865  .. 

IOI 

86 

1898  .. 

64 

69 

1866  .. 

102 

87 

1899  .. 

68 

73 

1867  .. 

100 

85 

1900  . . 

75 

80 

1868  .. 

99 

85 

1901  . . 

70 

75 

1869  .. 

98 

84 

1902  .. 

69 

74 

1870  .. 

96 

82 

1903  • • 

69 

74 

1871  .. 

100 

86 

1904  • • 

70 

74 

1872  .. 

109 

94 

1905  • • 

72 

76 

1873 

hi 

97 

1906  .. 

77 

80 

1874  •• 

102 

89 

1907  • • 

80 

82 

1875  .. 

96 

85 

1908  . . 

73 

74 

1876  .. 

95 

84 

1909  .. 

74 

75 

t-H  t-H 

CO  CO 

00^4 

94 

87 

84 

79 

1910  .. 

78 

78 

*  From  Wholesale  and  Retail  Prices  (London,  1903)  and  the  Journal 
of  the  Royal  Stat.  Soc. 
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The  World’s  Gold-Supply  (in  Millions  of  Marks.) 


Tear. 

Actual. 

Normal. 

Relative. 

1800 

7.535 

2,53i 

2-98 

1810 

7,875 

3,332 

2-36 

1820 

8,033 

4,385 

1-83 

1830 

8,265 

5,772 

i-43 

1840 

8,660 

7,597 

>•'4 

1850 

10,000 

10,000 

I’OO 

1855 

12,680 

11,470 

i’ii 

i860 

15,370 

13,160 

i*i7 

1865 

17,795 

15,100 

i’i8 

1870 

20,335 

17,320 

i*i7 

1875 

22,555 

19,880 

I-I3 

1876 

22,973 

20,435 

I’I2 

1877 

23,428 

21,005 

1*12 

1878 

23,900 

21,591 

I’ll 

1879 

24,319 

22,193 

1*10 

1880 

24,735 

22,800 

i*o8 

1881 

25,146 

23,448 

1*07 

1882 

25,525 

24,102 

1-06 

1883 

25,884 

24,774 

1*04 

1884 

26,272 

25,465 

1-03 

1885 

26,650 

26,160 

1-02 

1886 

27,046 

26,890 

I’OI 

1887 

27,433 

27,640 

o-99 

1888 

27,836 

28,41 1 

0-98 

1889 

28,272 

29,204 

o-97 

1 890 

28,775 

30,010 

0-96 

1891 

29,266 

30,847 

o-95 

1892 

29,823 

31,708 

o-94 

1893 

30,424 

32,593 

o-93 

1894 

31,124 

33,502 

o-93 

1895 

31,885 

34,430 

o-93 

1896 

32,670 

35,39i 

0-92 

1897 

33, 596 

36,378 

0-92 

1898 

34,733 

37,392 

o-93 

1899 

35,95i 

38,435 

o-94 

1900 

36,975 

39,5io 

o-94 

1901 

37,970 

40,612 

o-93 

1902 

39,HO 

4L745 

o-94 

1903 

40,438 

42,910 

o-94 

1904 

41,815 

44,I07 

°95 

1905 

43,336 

45,320 

0-96 

1906 

44,970 

46,584 

o-97 

1907 

46,614 

47,884 

o-97 

1908 

48,381 

49,220 

0-98 

1909 

50,192 

50,593 

0-99 

19TO  ..  .. 

52,003 

52,000 

1*00 

'  A  K-  . 
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Index-Curves  of  Clearings  in  London  and  New  York,  1870-1910.* 


Tear. 

London. 

New  York. 

Clearings 
Divided  by 
the  Absolute 
Gold-Supply. 

In 

Percentages 
of  the 

A  verage. 

Clearings 
Divided  by 
the  Absolute 
Gold-Supply. 

In 

Percentages 
of  the 
Average. 

1870  .. 

192 

79 

137 

98 

1871  .. 

231 

95 

141 

IOI 

1872  .. 

278 

ii5 

159 

114 

1873  .. 

286 

118 

164 

Il7 

1874  .. 

267 

no 

104 

74 

1875  .. 

248 

102 

in 

79 

1876  .. 

217 

90 

94 

67 

1877  .. 

214 

88 

106 

7i 

1878  .. 

209 

86 

94 

67 

1879  .. 

202 

83 

104 

74 

1880  .. 

235 

97 

151 

108 

1881  .. 

255 

105 

194 

139 

1882  .. 

243 

100 

183 

131 

1883  .. 

228 

94 

156 

hi 

1884  .. 

221 

9i 

135 

93 

1885  .. 

206 

85 

95 

68 

1886  .. 

219 

90 

124 

89 

1887  .. 

223 

92 

128 

9i 

1888  .. 

248 

102 

hi 

79 

1889  .. 

269 

hi 

123 

88 

1890  .. 

271 

112 

131 

94 

1891  .. 

232 

96 

116 

83 

1892  .. 

218 

90 

122 

87 

1893  .. 

214 

88 

113 

81 

1894  .. 

203 

84 

78 

56 

1895  .. 

238 

98 

89 

64 

1896  .. 

232 

96 

90 

64 

1897  .. 

223 

92 

93 

66 

1898  .. 

233 

96 

115 

82 

1899  .. 

256 

106 

159 

114 

1900  . . 

243 

100 

H1 

IOI 

1901 

253 

104 

203 

H5 

1902  . . 

256 

106 

191 

136 

I9°3  • • 

250 

103 

175 

125 

1904  • • 

258 

104 

I43 

102 

1905  • . 

283 

”7 

212 

151 

1906  . . 

282 

116 

231 

165 

1907  .. 

273 

”3 

205 

146 

1908  . . 

250 

103 

152 

109 

1909  • • 

269 

hi 

198 

141 

1910  . . 

283 

117 

197 

141 

Average 

242 

140 

•  From  the  Stat.  Abstr.  for  the  U&,  jpd  the  Stat.  Abstr.  of  the  U.S. 
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TABLE  IV 


German  and  English  Discount  Rates  (Annual  Averages.)* 


Tear. 

Berlin. 

London. 

Bank. 

Market. 

Bank. 

Market. 

1872 

4-29 

— 

4-10 

— 

1873 

4-93 

— 

479 

— 

1874 

4-38 

— 

3-69 

— 

1875 

471 

— 

3.23 

— 

1876 

4*  16 

— 

2-61 

— 

1877 

4-42 

— 

2*90 

— 

1878 

4-34 

— 

378 

— 

1879 

370 

— 

271 

— 

1880 

4-24 

— 

276 

— 

1881 

4-42 

— 

3'4° 

— 

1882 

4-54 

— 

4‘15 

— 

1883 

4-05 

— 

377 

— 

1884 

4-00 

— 

2*96 

— 

1885 

4*12 

— 

2-93 

— 

1886 

3-28 

— 

3-05 

— 

1887 

3-41 

— 

378 

— 

1888 

3-32 

— 

3-3° 

— 

1889 

3-68 

2-63 

375 

3-25 

1 890 

4-52 

378 

474 

371 

1891 

378 

3.02 

372 

1-50 

1892 

3-20 

i-8o 

2-52 

i-33 

1893 

4  -°7 

3-7 

3*05 

1-67 

1894 

3*12 

174 

2*11 

1-69 

1895 

3-i4 

2-01 

2-00 

o-8i 

1896 

3.66 

3-°4 

2*48 

1*52 

1897 

3-8i 

3-09 

2-64 

1-87 

1898 

4-27 

375 

3-25 

2-65 

1899 

5-04 

4-45 

375 

3*29 

1900 

5'33 

4-41 

3-96 

370 

1901 

4-10 

3-06 

372 

3-20 

1902 

372 

2-19 

3*33 

2-99 

1903 

3-84 

3'01 

375 

3-4° 

1904 

4*22 

3- H 

3-3° 

270 

1905 

3-82 

2-85 

3*oi 

2-66 

1906 

S-IS 

4'°4 

4-27 

4"°5 

1907 

6-03 

5*12 

4-93 

473 

1908 

476 

3-52 

3-oi 

2-31 

1909 

3-93 

2-8  7 

3-10 

2-31 

1910 

4-35 

3-54 

3.  72 

3*i8 

*  From  the  Stat.  Jahrb.  f.  d.  Deutsche  Reich. 


642  TABLE  V 

Output  of  Pig-Iron  and  Coal. 


Tear . 

World. 

German  Evrpirj. 

Pig-Iron  (in 
1,000  Pons). 

Coal  (in 
Millions  of 
Tons). 

Pig-Iron  (in 
1,000  Tons). 

Coal  (in 
M  illions 
of  Tons). 

1865  .. 

9,100 

188 

988 

29 

1866  .. 

9,656 

197 

1,047 

28 

1867  .. 

10,062 

203 

1,114 

3i 

1868  .. 

10,707 

208 

1,264 

33 

1869  .. 

11,950 

218 

r»4r3 

34 

1870  .. 

12,260 

219 

i,39i 

34 

1871  .. 

12,852 

237 

1,564 

38 

1872  .. 

i4>843 

260 

1,988 

42 

1873  •• 

15,125 

280 

2,241 

46 

1874  •• 

I3>9l6 

274 

1,906 

47 

1875  .. 

14,  ”9 

283 

2,029 

48 

1876  .. 

13,962 

287 

1,846 

50 

1877  •• 

I4»I93 

294 

L933 

48 

1878  .. 

H>536 

293 

2,148 

5i 

1879  •• 

14,411 

312 

2,227 

53 

1880  .. 

18,584 

345 

2,729 

59 

1881  .. 

19,819 

365 

2,914 

62 

1882  .. 

2i,555 

384 

3,38i 

65 

1883  .. 

21,756 

410 

3,470 

70 

1884  .. 

20,464 

4°9 

3,601 

72 

1885  .. 

19,842 

407 

3,687 

74 

1886  .. 

20,813 

4°7 

3,529 

74 

1887  .. 

22,820 

434 

4,024 

76 

1888  .. 

24,031 

470 

4,337 

82 

1889  .. 

25,877 

485 

4,525 

85 

1890  .. 

27,870 

5H 

4,658 

89 

1891  .. 

26,171 

532 

4,641 

94 

1892  .. 

26,917 

538 

4,937 

93 

1893  .. 

25,263 

528 

4,986 

95 

1894  .. 

26,032 

552 

5,380 

99 

1895  .. 

29,369 

583 

5,465 

104 

1896  .. 

31,289 

601 

6,373 

112 

1897  .. 

33,464 

631 

6,881 

120 

1898  .. 

36,455 

665 

7,3i3 

128 

1899  .. 

40,874 

727 

8,143 

136 

1900  . . 

41,384 

767 

8,521 

150 

1901  .. 

41,140 

789 

7,880 

153 

1902  . . 

44,730 

803 

8,530 

151 

I9°3  •• 

46,820 

878 

10,018 

162 

1904  • . 

46,220 

886 

10,058 

169 

1905  • • 

54,79° 

914 

10,875 

*74 

1906  .. 

56,660 

1,014 

12,293 

194 

1907  .. 

61,300 

1,117 

12,875 

206 

1908  .. 

48,800 

1,068 

11,805 

215 

1909  •• 

60,660 

1,110 

12,645 

217 

1910  .. 

66,200 

1,152 

H-794 

222 

TABLE  VI 

Goods  Traffic  on  German  Railways  (in  Millions  of  Tons).* 


Tear. 

Capital 

Goods. 

Other. 

Tear. 

Capital 

Goods. 

Other. 

1886  .. 

23-9 

92-2 

1898  .. 

57-6 

179-1 

1887  .. 

27-6 

97-2 

1899  . . 

63-2 

188-7 

1888  .. 

31'0 

106-6 

1900  . . 

657 

203-6 

1889 

34'6 

1147 

1901 

597 

203-9 

1 890 

347 

1197 

1902  . . 

63-8 

203-9 

1891 

35-2 

127-1 

1903  . . 

72-4 

218-7 

1 892 

35-8 

124-8 

1904  . . 

75-2 

225-1 

1893  .. 

367 

132-2 

1905  . . 

8o-o 

241-0 

1894  . . 

39-2 

138-1 

1906  . . 

91-0 

257-9 

1895  .. 

40-8 

H3-9 

1907  . . 

9L4 

269-6 

1896 

48-1 

157-1 

1908  . . 

88-8 

275-0 

1897  . . 

52-3 

168-5 

1909  . . 

90-5 

279-9 

*  Stat.  Jahrb.  f.  d.  D.R.  (as  capital  goods  we  take  those  classed  7, 
11-20,  31  a,  b,  59). 


TABLE  VII 

Factory  Workers  in  Sweden.* 


Tear. 

Capital- 

Producing 

Industries. 

Other 

Industries. 

Total. 

1896 

92, 4H 

109,879 

202,293 

1897 

101,619 

118,583 

220,202 

1898 

109,733 

135,987 

245,720 

1899 

116,275 

141,251 

257,526 

1900 

1 19.597 

145,882 

265,479 

1901 

114,451 

147,778 

262,229 

1902 

113,438 

149,806 

263,244 

1903 

II7>351 

153,806 

271,157 

1904 

119,064 

158,789 

277,853 

1905 

116,843 

164,152 

280,995 

1906 

124,678 

171,130 

295,808 

1907 

128,021 

175,008 

303,029 

1908 

121,082 

I7L3IO 

295,392 

1909 

115,186 

174,019 

289,205 

*  From  Bidrag  till  Sveriges  officiella  Statistik  D.  F abriker  och  Handt- 
werk  (the  following  sections  are  counted  as  capital-producing  industries: 
Table  6,  5 a);  Rubrik  1,  8a);  Rub.  2,  3,  5,  13,  14,  10a);  11  a,  b);  Rub. 
I,  c)  ;  Rub.  1,  2,  6,  7. 
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TABLE  VIII 

Individuals  insured  against  Accident  in  the  German  Guilds 

(in  Thousands).* 


?  ear. 

Capital- 

Producing 

Industries. 

Other. 

Total. 

1888 

1,865 

2,455 

4,32i 

1889 

2,145 

2,598 

4,743 

1890 

2,214 

2,712 

4,927 

1891 

2,322 

2,771 

5,093 

1892 

2,275 

2,803 

5,078 

1893 

2,313 

2,856 

5,169 

1894 

2,324 

2,920 

5,244 

1895 

2,37° 

3,039 

5,409 

1896 

2,553 

3,182 

5,735 

1897 

2,753 

3,290 

6,043 

1898 

2,918 

3,399 

6,317 

1899 

3, 110 

3,548 

6,659 

1900 

3,214 

3,7i5 

6,929 

1901 

3,052 

3,832 

6,884 

1902 

3,032 

4,068 

7,100 

I9°3 

3,189 

4,277 

7,466 

1904 

3,365 

4,484 

7,849 

1905 

3,539 

4,657 

8,196 

1906 

3,772 

4,854 

8,626 

1907 

3,905 

5,”3 

9,018 

1908 

3,7i9 

5,i99 

8,918 

1909 

3,691 

5,3i3 

9,004 

*  From  the  Stat.  ‘Jahrb.  f.  d.  D.R. ,  (unions  in  the  capital-producing 
industries  are  those  numbered  2-1 1,  17,  43-54,  64). 
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TABLE  IX 

Average  Annual  Productive  Capacity  of  the  German  Furnaces.* 


Year. 

Existing 
at  End  of 
Year. 

Active. 

Weeks 

W orked. 

Average 
Annual 
Capacity  per 
Furnace. 

1872 

— 

348 

13,676 

7,560 

1873 

— 

379 

15,276 

7,627 

1874 

— 

339 

11,776 

8,418 

1875 

— 

289 

10,904 

9,678 

1876 

— 

236 

9,160 

10,481 

18  77 

— 

212 

9,219 

10,902 

1878 

— 

212 

9,056 

12,332 

1879 

— 

210 

8,952 

12,934 

1880 

— 

246 

i°>975 

12,930 

1881 

— 

251 

11,362 

13,336 

1882 

— 

261 

12,087 

H,545 

1883 

318 

258 

11,769 

15,342 

1884 

308 

252 

11,071 

16,912 

1885 

298 

229 

10,758 

17,824 

1886 

285 

215 

9,445 

19,427 

1887 

271 

212 

10,011 

20,902 

1888 

271 

2 1 1 

10,103 

22,323 

1889 

264 

213 

10,436 

22,545 

1890 

265 

222 

10,480 

23,114 

1891 

270 

218 

10,322 

23,380 

1892 

2  66 

215 

10,103 

25,410 

1893 

263 

204 

9,747 

26,600 

1894 

258 

208 

9,878 

28,320 

1895 

263 

212 

9,929 

28,610 

1896 

265 

229 

10,846 

30,550 

1897 

273 

244 

11,661 

30,680 

1898 

281 

253 

11,587 

32,820 

1899 

285 

263 

12,806 

33,060 

1900 

298 

274 

13,252 

33,430 

1901 

3°9 

263 

”,517 

35,580 

1902 

289 

24I 

10,946 

40,520 

1903 

293 

254 

12,546 

41,520 

1904 

297 

254 

11,93° 

43,840 

1905 

308 

2  77 

12,914 

43,79° 

1906 

3i5 

288 

I4,i25 

45,255 

1907 

324 

3°3 

14,780 

45,298 

1908 

33i 

280 

12,596 

48,733 

1909 

334 

279 

12,811 

5L320 

*  Stat.  Jahrb.  f.  d.  D.R. 
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TABLE  X 

Freightage  and  Ship-Building  in  England.* 


Tear. 

Tonnage  of 
Incoming 
Ships 
{Millions). 

Tonnage  of 
Ships  Built 
{Tens  of 
Thousands). 

Tear. 

Tonnage  of 
Incoming 
Ships 
{Millions). 

Tonnage  of 
Ships  Built 
{Tens  of 
Thousands). 

1854  .. 

19 

_ „ 

1882  . . 

61 

78 

1855  .. 

18 

— 

1883  .. 

65 

89 

1856  .. 

22 

— 

1884  . . 

64 

59 

1857  .. 

23 

— 

1885  .. 

64 

44 

1858  .. 

22 

24 

1886  . . 

63 

33 

1859  •• 

23 

21 

1887  .. 

65 

38 

i860  .. 

25 

23 

1888  .. 

69 

57 

1861  . . 

27 

21 

1889  .. 

72 

85 

1862  . . 

27 

26 

1890  . . 

74 

81 

1863  .. 

27 

38 

1891  .. 

75 

81 

1864  . . 

27 

42 

1892  . . 

76 

80 

1865  .. 

29 

45 

1893  .. 

IS 

58 

1866  .. 

31 

38 

1894  .. 

81 

67 

1867  . . 

33 

3i 

1895  .. 

81 

65 

1868  .. 

34 

36 

1896  .. 

85 

74 

1869  .. 

35 

39 

1897  .. 

90 

64 

1870  .. 

37 

39 

1898  .. 

91 

87 

1871  .. 

42 

39 

1899  .. 

98 

95 

1872  . . 

43 

47 

1900  . . 

99 

94 

1873  .. 

44 

45 

1901  . . 

97 

98 

1874  .. 

45 

60 

1902  . . 

99 

95 

1875  .. 

46 

47 

1903  . . 

105 

76 

1876  .. 

5i 

38 

1904  . . 

108 

88 

1877  .. 

52 

45 

1905  . . 

112 

105 

1878  .. 

52 

47 

1906  . . 

121 

114 

1879  .. 

53 

4i 

1907  . . 

133 

104 

1880  .. 

59 

47 

1908  . . 

131 

60 

1881  .. 

58 

61 

*  British  and  Foreign  Trade  and  Industry  (1854-1908),  Cd.  4954, 
London, 1909. 
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Index-Figures  of  Wholesale  Prices  of  Pig-Iron,  Bricks,  and  Timber 
(Cut)  in  Great  Britain,  1871-1908.* 


Tear. 

Pig-Iron. 

Bricks. 

Timber  (Cut). 

1871  .. 

72-1 

91-7 

159-1 

1872  .. 

”97 

1  oo-o 

163-0 

1873  .. 

148-0 

116-7 

176-6 

1874  .. 

111-9 

ioo-o 

179-9 

1875  .. 

86-3 

9*7 

157-1 

1876  .. 

74-2 

91-7 

159-1 

18 77  -- 

68-2 

91-7 

155-2 

1878  .. 

637 

837 

1357 

1879  •• 

61-3 

70-0 

118-2 

1880  .. 

76-1 

75-0 

134-4 

1881  .. 

65-8 

70-0 

135-7 

1882  .. 

66-8 

837 

139-0 

1883  .. 

61-8 

75-0 

134-4 

1884  .. 

547 

75-0 

119-5 

1885  .. 

5i-3 

75-0 

116-2 

1886  .. 

50-6 

75-0 

102-6 

1887  .. 

54'9 

75-0 

96-8 

1888  .. 

50-4 

75-0 

103-2 

1889  .. 

597 

75-0 

114-9 

1890  .. 

72-6 

ioo-o 

105-8 

1891  .. 

62-4 

9*7 

97-4 

1892  .. 

6i-2 

9i7 

97-4 

1893  .. 

557 

83*3 

9°"9 

1894  .. 

54-6 

837 

87-0 

1895  . . 

56-9 

837 

88-3 

1896  .. 

56-7 

837 

92-2 

1897  .. 

577 

837 

93-5 

1898  .. 

62-5 

917 

95-5 

1899  .. 

82-6 

ioo-o 

94-2 

1900  . . 

1  oo-o 

ioo-o 

ioo-o 

1901  .. 

74-6 

91-7 

94-8 

1902  . . 

77-1 

83-3 

89-0 

1903  .. 

75-i 

83-3 

9°"9 

1904  .. 

69-6 

83-3 

85-7 

1905  . . 

75-0 

8i-i 

8  7-7 

1906  . . 

83-2 

77-8 

89-6 

1907  . . 

88-2 

79-4 

92-2 

1908  . . 

757 

8ri 

87-7 

•  British  and  Foreign  Trade  and  Industry  (1854-1908).  Cd.  4954> 
London,  1909. 
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TABLE  XII 

Sauerbeck  Index-Figures  of  Minerals  and  Other  Articles  divided 
by  the  Figures  of  the  Relative  Gold-Supply. 


Tear. 

Minerals. 

Other 

Articles. 

Tear. 

Minerals. 

Other 

Articles. 

1870  .. 

76-3 

83-5 

1891 

8o*6 

74  -6 

1871  .. 

80-3 

84*6 

1892 

75-9 

71*9 

1872  .. 

109'  l 

89*1 

1893  .. 

73'3 

72*9 

1873  .. 

122*9 

92*0 

1894  .. 

68*4 

67*6 

1874  .. 

ioo*6 

86*4 

1895  .. 

67*1 

67*0 

1875  .. 

89*4 

837 

1896 

68*7 

65*5 

1876  .. 

80*4 

84*6 

1897  . . 

71*2 

66*3 

1877  .. 

75*4 

857 

1898 

75*8 

67  7 

1878  .. 

66*9 

8i*2 

1899  .. 

97.9 

68*i 

1879  .. 

66*6 

77‘4 

1900 

115*9 

737 

1880  .. 

72*6 

82*5 

1901 

947 

71*4 

1881  .. 

71*4 

80*2 

1902 

87*8 

71*7 

1882  . . 

74*6 

8o*o 

1903  . . 

877 

7i-3 

1883  .. 

72*7 

797 

1904  . . 

86*i 

71-9 

1884  .. 

65*9 

74*8 

1905  . . 

9**4 

72*8 

1885  .. 

64*9 

71*6 

1 906 

105*1 

757 

1886  .. 

66*2 

68*9 

1907  . . 

1 10*1 

76*7 

1887  .. 

70*0 

68*6 

1908 

90*5 

71*5 

1888  .. 

79*6 

70*4 

1909  . . 

87*0 

727 

1889  .. 

77*8 

74*i 

1910 

88*8 

75*8 

1890  .. 

83*9 

73-i 
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TABLE  XIII 

Pig-Iron  Output  and  Market  Rate  of  Discount  in  the 
North  American  Union.* 


Tear. 

Pig-Iron 
Output 
(M  illions 
of  Tons.) 

Market 
Rate  at 
New  T ork. 

Tear. 

Pig-Iron 
Output 
( Millions 
of  Tons). 

Market 
Rate  at 
New  Tork. 

1870  .. 

1,665 

7*2 

1891  .. 

8,280 

5-8  7 

1871  .. 

*>7°7 

6-i 

1892  .. 

9, *57 

4-46 

1872  .. 

2,549 

8-o 

1893  .. 

7,125 

7’** 

18  73  •• 

2,561 

10-3 

1894  .. 

6,658 

3*4° 

1874  .. 

2,401 

6-o 

1895  .. 

9,446 

3-87 

1875  .. 

2,024 

5-5 

1896  .. 

8,623 

5-88 

1876  .. 

1,869 

5*2 

1897  .. 

9,653 

3-87 

1877  . . 

2,067 

5-2 

1898  . . 

*1,774 

4'23 

1878  .. 

2,301 

4-8 

1899  . . 

13,621 

4*28 

1879  .. 

2,742 

5-0 

1900  . . 

*3,789 

473 

1880  . . 
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